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Abstract

Recent analytical work has focused on exchange-rate “regimes”
and their general and specific consequences for growth and stability.
Although significant progress has been made in formulating
taxonomies of regimes, general consensus on which regimes #ye like
to prove optimal for given economies has proven elusive. In recent
years, the five Andean economies have adapted a variety of exehange
rate regimes. Their experience appears to support the viewhthat t
most convenient exchange-rate regimes are those that afford-policy
makers sufficient freedom of maneuver to adjust their poligies i
response to evolving emphases on stability and growth objectives.
That is, “intermediate”, relatively flexible, regimes segenerally
preferable to “polar” regimes that leave no scope for policy
intervention. Bolivia and Peru, and more recently Colombia, have
been able to secure a high degree of price-level and exchange-rate
stability through disciplined monetary policy and exchange-rate
management under flexible regimes. In Ecuador, dollarization has
brought about price stability but aggravated competitiveness prablems
Venezuela has had to adjust its fixed exchange rate repeatedly,
although clearly this economy’s difficulties go far beyond its
exchange-rate regime. The different economies’ different exchange-
rate regimes have led to haphazard consequences for their bilatera
trade relationships, and this appears to have significantlytedfec
intraregional trade.
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|. Introduction

In recent years there has been a resurgence of interest in
exchange-rate “regimes.” Several significant analytical boakd
papers have appeared, accompanied by intensified discussion and
debate. This paper discusses the exchange-rate regimes and policies
that the five Andean economies have set in place over the pastedec
in the context of the broader discussion. For each economy, this paper
reviews and classifies the exchange-rate regimes settleepast
decade, the combinations of objectives the authorities aimed to
achieve, and the consequences of their choitles.broad aim is to
draw lessons about the consequences of exchange-rate policies and
regimes for the various aspects of macroeconomic performaradso It
considers the effects of macroeconomic performance on exchange
rates and exchange-rate policy, given the exchange-rate reggimes
place. In addition, the paper discusses an important regional issue, the
consequences that the five nations’ different choices of regive ha
had for intraregional trade.

The most important conclusions this paper draws from the
Andean economies’ experience concern the broad issue of whether
“polar” regime types -“hard” fixed rates (including dollarizatiand
currency boards) or freely-floating rates- work better than
“intermediate” regimes. In conventional terms, when viewed in
economists’ familiar perspective of policy instruments and objesi
the exchange-rate instrument affects two broad macroeconomic
objectives, stability and real growth. Broadly speaking, the megim
and policies that favor stability are those that steady the pgehrate
at relatively appreciated values. The regimes and policies that favor
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growth are those that allow the exchange rate to stay flexilulgake on relatively depreciated
values. In these terms, all other things being equal, policy-makbos emphasize stability
objectives will prefer “harder” regimes and exchange-rate ajgtien, while policy-makers more
focused on growth will prefer flexible regimes and more depreciatn these terms, the basic
lesson this paper draws from the Andean experience is that poligrshaelative emphases on
stability and growth cannot remain unchanged over time. As cirangest and people’s views on
their circumstances evolve and change, societies and policysnalesfitably shift the relative
emphases of their preferences between stability and groWtis. fact of life implies that the most
convenient exchange-rate regimes are those that afford policy-makeisestuffreedom of
maneuver to adjust their policies in response to evolving objectives.

That is, this paper argues that the Andean economies’ experignest iead as supportive
of “intermediate” rather than “polar” regime choices. Peru'sharge-rate experience since the
early 1990s is a positive case. Although its exchange rate hasfloaéing, the monetary
authorities have generally used their monetary policy to holdédfi enabling them to reduce
inflation and then to hold it low. The one large exception was in 1998 and 1998, thde
authorities allowed a significant depreciation in response to detnig external circumstances.
This exception demonstrated the value of retaining exchange-ratslifie. That is, Peru’s regime
and policy management have struck a compromise between havingnhdfitsbef a fixed rate for
macroeconomic stability and adjustment when that proved necessary.

Ecuador’'s exchange-rate experience since the early 1990's is astimgtrnegative case.
Roughly the same external shock that struck Peru in 1998 alscedftectiador. Prior to that year,
Ecuador's exchange-rate regime was a “peg within a preannounced Wghdri the shock
occurred, the authorities delayed the necessary exchange-ratémadjusThe delay was
sufficiently long so that by 1999 Ecuador had essentially run down é@mattonal reserves and
gone into recession. It then introduced a floating exchange rate, bhgse tircumstances the
monetary authorities found themselves unable to manage exchangdjtestenent like Peru. The
consequence was incipient hyperinflation, which forced the authoritiesndee to full
dollarization. Given the bitter experience of recession and seawetability in 1999, most
Ecuadorians found themselves favoring their “hard” exchange-rataeeg 2000. Two or three
years later, however, as the relative importance to Ecuadafastability and growth shifted
toward growth, Ecuador found itself in a highly inflexible regime.

The lesson this paper draws from this experience is that ther'bexichange-rate regimes
are those that permit the authorities sufficient “margin of mmee® to emphasize stability and
growth as circumstances require. While Peru’s regime is ampa&aof what is sometimes
described as “fear of floating,” it is probably the “least bad” regime in tefrgenerally permitting
the exchange rate to anchor stability, except for moments when exogémousstances change
drastically and change the equilibrium exchange rate.

The Andean experience also offers a second lesson. The fact thitdéan economies
have had different exchange-rate regimes has implied that hilkgferal exchange rates have
evolved in haphazard ways. This evolution has had disruptive consequendskateral trade
relations, haphazardly encouraging and discouraging trade flows. Thiszhaplexperience is
similar to the serious difficulties Argentina and Brazil hhad in their bilateral trade relationships
as their exchange-rate regimes evolved.

This paper is more concerned with drawing lessons than with providiigy @alvice to
specific economies, in part because its discussion is limitedvielaggnents through 2003. Its
advice for Bolivia, Colombia, and Peru is that their exchangeegimes balance the stability and
growth imperatives in the best, or least bad, possible way. Veagzaskchange-rate regime has
several highly specific characteristics, but in any cagmit of a much broader macroeconomic

10
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problem. Ecuador's exchange-rate regime presents the most problassatés. This paper
recommends generally that Ecuador maintain its dollarizatiomesfpr now, despite this paper’s
more general argument favoring intermediate regimes, becaqésific characteristics of its
presentsituation will make it difficult for Ecuador to move to an imediate regime. Again,
Ecuador’'s exchange-rate regime is probably, for now, its least bad option.

Section 2 summarizes the general issues this paper coversonS8ctreviews the
classification of exchange-rate regimes set out by Ghosh, Guldé¢/alfi@002, which is likely to
become standard. Section 4 introduces some of the more specific exdcitanigsues on which
this paper focuses for the Andean economies. Sections 5 through 9 diseusgolution of
exchange-rate policies and regimes in Bolivia, Colombia, Ecuadoy, Rerd Venezuela
respectively. Section 10 discusses the five economies’ bilaexehange-rate and trade
relationships in closer detail. Section 11 presents a summary and conclusions.

11
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ll. Exchange rates and exchange-
rate regimes: general
considerations

The literature on exchange rates and exchange-rate regimes is
vast, virtually a field of economics in itself, and impossible to
summarize heréThis section aims only to summarize the most basic
issues concerning the roles exchange rates, exchange-rate policy and
exchange-rate regimes play in developing economies like thoke of t
Andean economies.

Simply defined, a nation’s “exchange rates” are the selling and
purchase prices, in national currency, of the various foreign
currencies. In principle, each exchange rate is a local-curreadsem
price, mediating supply of and demand for each kind of foreign
currency. At any given moment, “the” exchange rate is usually
understood as the price in national currency of the U.S. dolids
important to remember, of course, that a nation’s exchange-rate
relationships encompass exchange rates with all economies, not just
the U.S. dollar. For this reason, it is helpful for many purposes to
focus not just on each economy’s U.S.-dollar exchange rate, but also
on the nominal-effective exchange rate, that is, the (tradeghtesi
average of all the economy’s exchange rates.

1 Ghosh, Gulde and Wolf 2002 provide a thorougleudision of exchange-rate regimes, and provide istbbably at this moment
the most useful bibliography for the general wark¢hange-rate literature.

2 As a practical matter, in a small economy arbitréorces the relationships among the various exgdhaates into consistency
through their relationships with the main “worldXahange rates, and the U.S. dollar in particulEnat is, any nation’s peso price
of the euro will be equal to the peso price ofdb#ar divided by the euro price of the dollar.

13
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Exchange rates figure among all the other prices and assetiwak in the price array of
each economy’s general-equilibrium economic system. They contribubegh various channels,
to the determination of other prices and to the flows and stocks ofysamgbldemand for goods,
services, and assets. They figure in the full range of an ecosamegntives, and contribute to the
determination of saving flows, money creation, capacity utilizatiaod, other aspects of macro and
microeconomic performance. In turn, to the extent exchange rates are flexiltlee ifui$ general-
equilibrium system, not just the exchange markets, that determthiees The various exchange
rates also determine the values of those parts of the natiosessaand liabilities that are
denominated in foreign currency. This in turn affects and is affected by otheraastions.

Notwithstanding their role in economies’ general-equilibrium systexs a practical matter,
exchange rates tend to be analyzed mainly in terms of their role asingediates of the supply of
and demand for foreign currencies. That is, exchange rates tend to betasdies basically
determining and determined by the balance of payments. Exchangeoth&ggjeneral-equilibrium
consequences tend to be understood analytically as deriving fronfeotiraf the balance of
payments -- more specifically, through the export-supply and importrdefoactions. Thus, for
example, a more depreciated exchange rate is generally understead to higher money-supply
growth, essentially by increasing the incentive to export and magiticé incentive to import, and
so generating an inflow or outflow of foreign exchange that is converted to domestizogurr

Partly for this reason, in the conventional wisdom, for relatigetall economies that are
price-takers in world markets, and all other things being equahaege-rate depreciation is
generally understood to be inflationary, since it encourages exportscamehds to foreign-
exchange inflows and money creation. Symmetrically, exchange-patecéation is generally
understood to be deflationary, since it encourages imports and so teddeeign-exchange
outflows and monetary contraction. At the same time, anythitiger than exchange-rate
depreciation itself that encourages exports generates mad&tupe on the exchange rate to
appreciate, since increased exports produce increased supply of fxeigmge. Symmetrically,
anything other than exchange-rate appreciation that leads to impdikely to generate market
pressure on the exchange rate to depreciate. Thaaisality runs simultaneously from the
exchange rate to the balance of payments and from the balance of paymen&xhtreye rate.
To be sure, as in any Walrasian general-equilibrium systemxthamge-rate array, the balance of
payments, and all other markets in the economic structure must bestondeas adjusting
simultaneously and mutually toward equilibrium.

In this connection, one important practical issue in the analysisyof@nomy’s exchange-
rate policy is the degree to and speed with which any given exchategdepreciation can be
expected to be diluted by partial, complete, or more-than-complets-tiasigh” to a price-level
increase. Conceptually, such a pass-through may be decomposed intd’' ‘airecindirect”
components. The first would be the direct influence of depreciation quorittess of imported and
exportable (i.e., tradable) goods that figure in the relevant priieeis, while the second would be
the indirect influence on the price level resulting from changebe supply of and demand for
money. (Cupé 2002 sets out and discusses analytical methodology and iapplike Bolivian
case.) Unfortunately, the speed and structure of the pass-througheocaromy probably changes
over time, and this makes it difficult to apply empirical egsh in this area to project the
effectiveness of any proposed or actual exchange-rate depreci@dtidécuador, the pass-through
of the massive exchange-rate depreciation that took place iml@&cust before its January 2000
dollarization announcement took place over a period of years. (See Section 7 below)

The effect of exchange-rate depreciation on real GDP growtbnierglly understood to be
ambiguous. On the one hand, to the extent depreciation encourages exportsimcreases
economic growth through the multiplier effect of exports, exchangedepeeciation favors

14
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growth. On the other hand, to the extent exchange-rate depreciation dissoim@rmediate and
capital-goods imports, it discourages production and reduces capitaitifmommand to this extent
reduces real growth. The positive effect of exchange-rate dafioecon growth through exports -
what is often called “export-led” growth- is presumably shogemtin character, while the
negative effect of exchange-rate depreciation through imports eisumably longer-term in
character.

Discussion of exchange rates and exchange-rate policy has oftendfacus&change-rate
“regimes” -that is, on whether and under what circumstances “fixéddting,” and intermediate
rules for setting exchange rates would be most favorable for lyramnd stability. A nation’s
exchange-rate “regime” may be defined as the set of rulesage phat govern the way foreign-
exchange markets and their prices -i.e., exchange rates- angtgebito move toward equilibrium.

In a fixed-rate regime, one exchange rate (or a basket of exchateg) is held unchangadder
official commitment and the balance of payments adjusts along with the remainder of the
economy’s general-equilibrium system of prices and quantitiesfléxiale or floating exchange-

rate regime, the balance of payments together with the retsteofieneral-equilibrium system
determines the exchange-rate array.

External financing flows play a crucial role in exchange-raterdenation. In a simplified,
practical view, over any time interval, given all the econ@mgther circumstances, a fixed
exchange rate will tend to bring about some current-account surplu§iait. decurrent-account
deficit is financed through direct-foreign investment flows, extetaht, and other financial flows,
as well as net drawings from the central bank’s foreign exchholgings (i.e., reserve loss). In
this sense, any exchange rate currently prevailing implies sateenal-financing inflow. (If the
current account is in surplus, of course, the financing flow will batieg— i.e., an outflow). To
the extent this financing flow is feasible and forthcoming, the fexathange rate will presumably
be feasible, and to this extent sustainable. To the extent the regxiieedal-financing flow is not
feasible, the exchange rate would be unsustainable, and the presurabhatie would then come
under pressure to change. In contrast, where the exchange ratdiigy fldee financing flows
would tend to determine the current account. That is, as the foreigarae supply these
financing flows imply interacts with the foreign-exchange demdralekchange rate would adjust
to bring about the current account the financing flows imply.

In a much-cited January 2001 lecture at the American Economic iABsncconvention in
2001, Stanley Fischer observed that an increasing number of economiesHifed toward
exchange-rate regimes at the “polar” ends of a spectrum rabgingen solidly fixed and freely
floating exchange rates. Although Fischer's main purpose was toattamtion to this evolving
“bipolarity” -a “positive” argument- he was interpreted as iyimgj that this evolving bipolarity is a
fundamentally good thing — a “normative” argument to the effectttieeste polar choices were the
most favorable for most nations’ longer-term growth and stabibgveloping economies, in
particular, would presumably benefit from the discipline imposed eitlagr they would need to
ensure either that the hard exchange rates to which they had ceanthiéimselves remained
sustainable or that the floating exchange rate remained acceptably stable.

One reason policy-makers have presumably found it desirable titlset hard-fixed or
floating exchange-rate “regimes” is that, by doing so, they hage &akle to relieve the burden of
having repeatedly to exercise policy discretion. Policy-makenniany nations have concluded
that, while they might in principle have been able to improve macrmanic conditions by
tinkering repeatedly with the exchange rate, they are judy leeguably more likely- to make
matters worse. They have therefore drawn the lesson thabfteis best simply to subject the

3 The official commitment is very much to the paimtthis definition. Thédorce of the commitment can be anything from a “hard”

constitutional commitment to an implicit promisethy current authorities, as discussed below.

15
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exchange rate to a regime of rules. The polar regimes ansglyethose in which the authorities
never again decide anything about exchange rates.

Fischer’'s discussion focused renewed attention on the “choices and comesjumplied
by nations’ exchange-rate regimes. Both his positive and presumedtinermagyuments have
stimulated intense debate, and considerable dissent. Williamsomghasl @n several occasions
that for most governments exchange-rate regimes intermediatedmethe polar regimes are more
likely to prove durable (see, for example, Williamson 2003). Rogoff 20@8, for example, argues
that the “bipolar view of exchange rates is neither an accdesteription of the past nor a likely
scenario for the next decade.”

As noted above, when a government sets its exchange-rate rddgiaoesia basic trade-off
with respect to its stability and growth objectives. In a sifiedliview, “hard” fixed exchange rates
favor stability, while looser, more flexible arrangements tentetdetter for growth. As noted,
however, there is a “deeper argument: “hard” fixed exchangefeatmsnot only stability, but also
longer-term real growth; and, in addition, stabilggr seis generally favorable to longer-term
growth. This is the fundamental argument for hard fixed exchange fidie counterargument for
more flexible regimes is that nations’ circumstances evolvéaard fixed exchange rate that may
be appropriate in one set of circumstances may become inappropriate asteincesevolve. This
paper’s basic point is that the Andean economies’ experience mamglgtsupports this argument
for flexibility.

Berg, Borensztein and Mauro 2003 (p. 26) make what amounts to a guwitdarwhen
comparing Mexico’s and Argentina’s responses to the 1998 world financmabil that resulted
from the crises that year in East Asian economies, Russia, razd, Bs well as the collapse of
Long-Term Capital Management in the United States. (This turfigoited in the shock affecting
the Andean economies at the same time.) Mexico, whose exchangeasafieating, experienced
sharp depreciation and an interest-rate spike, but only a modadatdioa in real GDP growth.
Argentina, with a convertibility regime, underwent severe, pamgisecession that ultimately
rendered its convertibility regime unsustainable. The samdeacites a study of three decades’
experience for developing economies that supports the view that ecenwitticfixed exchange-
rate regimes that undergo external shocks achieve the necdspeggiation on average only after
two years after the event, experiencing substantial recessithe iprocess, whereas economies
with floating rates undergo more rapid exchange-rate adjustmentthunaie moderate effects on
real growth.

The basic case for flexibility as opposed to hard fixing may hedsts follows. Suppose a
nation’s policymakers take the view that they must focus on negluciflation, and fix the
exchange rate to do so. If the economy is fortunate not to undergo reggtivnal shocks, the
fixed-rate regime is likely to turn out to have been a good chtiitee economy does undergo a
negative external shock, however, the fixed-rate regime weNegnt adjustment, and so lead to
recession. In a severe recession the authorities may adjusintiteases of their objectives, give
more weight to short-term growth and less to price stabilitig. émpting to take the view in that
policy-makers should abandon a fixed-rate regime in such circumstafice obvious problem,
however, is that once people observe the authorities abandon a fixedkgahe, fixed-rate
regimes lose their credibility, leaving them more open to speéerlattacks that hasten their
abandonment. Indeed, it is probable that after Brazil and Argentimal@ied their fixed rates in
1991 and 2002 respectively, they made fixed rates less credible ndibotihemselves but for
other economies as well.

It is difficult to avoid the conclusion that the success of anyqudatr exchange-rate regime
is likely to depend as much, if not more, on the real-effectivhange rate than on the regiper
se Moreover, a successful choice of a real-effective exchangamay depend as much on good
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luck rather than on policy-makers’ good choices. Consider the spexdiople of a crawling-peg
exchange-rate regime, in which the nominal exchange rate is frggadpnisted at a percentage
rate equal to the differential between internal and externationflaates. By definition, the real-
effective exchange rate would remain (roughly) fixed. It can nbeecertain, however, that the
specific real-effective exchange rate so set will be peemidy appropriate for the economy’s
circumstances as they evolve. To the extent it is too deprécate likely consequence would be
a higher inflation rate than would otherwise prevail (Brazil's experieneemust of the 1980s); to
the extent it is too appreciated, likely consequences might inclloeers growth, higher
unemployment, and more external borrowing than would otherwise prevgédr{fna’s experience
in the latter part of the 1990s). Such outcomes may be inconvenienthieoperspectives of the
economy'’s various “stakeholders.”

One reason it is important to keep the general-equilibrium viessudsed above in mind is
that there is “an abundance of possible linkages between the nomihainge-rate regime and
various macroeconomic variables.” As Ghosh, Gulde and Wolf 2002 put &,ttegoretical level,
this multitude of potential linkages -some offsetting, some raiiffgr -makes it difficult to
establish unambiguous relationships.”
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lll. A classification of exchange-rate
regimes

A substantial analytical effort has gone into classifying nations
past and current exchange-rate regimes, ranging from “hard fmegs”
completely free “floats” with various degrees of flexibilitybetween,
and into determining how regime choices affect macroeconomic
performance. Ghosh, Gulde and Wolf 2002 set out a classification
with ten categories (summarized on pages 40-41), and use these to
classify different nations’ exchange-rate regimes and their
consequences for national economic performance. This Ghosh-Gulde-
Wolf classification seems likely to become a standard, andéier
applies this classification to discuss the Andean economies. The
remainder of this section presents an overview summary of that regime
classification (see Ghosh, Gulde and Wolf 2002 for a more precise
description of the characteristics of each kind of regime). For
reference, Table 1 below sets out the regime classification:
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Table 1
CLASSIFICATION OF EXCHANGE-RATE REGIMES
Broad classification Sub-classification Regime
Pegged exchange-rate Hard pegs (i) Dollarization
regimes

(i) Currency board
(iii) Currency union
Traditional pegs (iv) Single-currency pegs
(v) Basket-currency pegs

Intermediate, or flexible, Rule-based intervention (vi) Cooperative intervention
regimes

(vii) Crawling peg
(viii) Target zones
Discretionary intervention (ix) Managed floats

Floating regimes Float (x) Free float

Source : drawn from Ghosh, Gulde and Wolf 2002.

There are three broad categories, (1)“pegged” exchange-rammeszg(2) intermediate
regimes, and (3) “floating” regimes. Pegged regimes areclasisified into (A) “hard” and (B)
“traditional” pegs. Hard pegs are classified into three caiegio(i) “dollarization,” in which a
foreign currency (not necessarily the dollar) is used as legal terijézurency boards,” in which
the domestic currency is not only convertible at a specified exehatg with foreign currency,
but the domestic currency is fully backed by currency-board holdingirefgn-exchange
holdings; and (iii) monetary union, in which a group of countries maintaonamon currency.
Traditional pegs are classified into (iv) “single-currency’gqein which the exchange rate is
pegged to a single foreign currency, which the central bank is texptr maintain but which it
may adjust; and (v) basket pegs, in which the exchange rategedhtmy a weighted “basket” of
foreign currency, which the central bank is expected to maintain but which it may adjus

Intermediate regimes are sub-classified into flexible regimith (C) rule-based intervention
and (D) discretionary intervention. Flexible regimes with rulestamtervention include (vi)
cooperative regimes, in which groups of central banks agree teenéecooperatively to maintain
their respective bilateral exchange rates; (vii) “crawjiegs,” in which the central bank intervenes
to make the exchange rate evolve according to an explicit rule; and gt zones or bands,” in
which the exchange rate is allowed to float within stated ljragghat in principle the central bank
would intervene only if the exchange rate breached the limits.bidesegimes with discretionary
intervention are described as (ix) “managed floats,” in which Kohamnge rate is permitted to
move according to market forces, but with the central bank imery¢o move the exchange rate
as its authorities would like at any given moment.

Finally, floating regimes have just one category, (x) “freat8,” in which the central bank
allows the exchange rate to take on whatever value the markets determine.
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I\VV. Andean exchange-rate policy
iIssues

The five Andean economies’ economic performance over the
past three decades has been unsatisfactory (see Table 2ul&dytic
since the end of the 1980s, per-capita real GDP (and private
consumption) have essentially stagnated (see Figure 1).
Macroeconomic instability has been a recent memory and a standing
fear for all five economies, with three of the five economiesna
recently experienced hyperinflation (Bolivia in the mid-1980s, Peru in
the late 1980s, and Ecuador toward the end of the 1990s). Capital
formation has declined since the 1970s as a percentage of GDP. All
five nations have been struggling with external-debt burdens, and this
has been a significant part of the reason why growth and stdtazility
proven unsatisfactory. Ecuador, Peru and Bolivia all resumed
constitutional government in the early 1980s following military
government during the 1970s, while Colombia and Venezuela
maintained constitutional systems over the entire period. But Rdru a
Colombia experienced violent internal conflict -Colombia’s continues
to this day, while Peru’s concluded as recently as 1994. Four of the
five nations -Colombia is the exception- have experienced coup
attempts and forced changes of government just barely within
constitutional normality.
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Figure 1

ANDEAN ECONOMIES: 1989-2002 (1989 REGIONAL AVERAGE= 100)
(Per-capita real GDP)
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Source: International Monetary Fund.
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Table 2
BOLIVIA, COLOMBIA, ECUADOR, PERU AND VENEZUELA: SEL ECTED MACROECONOMIC
INDICATORS
1994 1995 1996 1997 1998 1999 2000 2001 2002
Bolivia:
Gross domestic product (US$ $6.0 $6.7 $7.4 $7.9 $8.5 $8.3 $8.4 $8.0 $7.8
Growth
Real GDP 4.7 4.7 4.4 5.0 5.0 0.4 23 1.5 2.8
Consumer prices, December- 8.5 12.6 8.0 6.7 4.4 3.1 35 0.9 2.5
Exchange rate (December; bolivianos/U.S. 5.7 4.6 53 35 53 5.9 6.8 7.1 9.4
Average real-effective exchange 105.8 107.5 101.6 100.4 95.8 93.8 97.0 98.8 95.6
Per cent of
Gross fixed capital 14.9 155 16.2 19.0 23.2 19.1 17.9 145 15.9
Current-account -1.5 -4.5 -5.5 -7.0 -7.8 -5.9 -5.3 -3.6 -4.4
Public and publicly-guaranteed external 57.6 52.1 50.5 51.2 49.3 38.8 43.3
For.-exch. reserves (mos. of imps. of goods, non-factor 3.7 4.6 6.3 6.0 4.9 5.6 5.1 5.1 3.1
Colombia:
Gross domestic product (US$ $80.0 $92.7 $97.2  $107.0 $98.7 $86.7 $83.9 $81.7 $81.1
Growth
Real GDP 5.8 52 21 3.4 0.6 -4.2 2.9 1.4 15
Consumer prices, December- 23.4 19.0 215 17.7 16.7 9.2 8.7 7.6 7.0
Exchange rate (December; pesos/U.S. -9.2 19.1 14 29.6 17.3 24.1 15.7 5.7 21.9
Average real-effective exchange 82.8 80.5 77.0 72.5 77.1 85.3 92.3 94.7 95.0
Per cent of
Gross fixed capital 23.3 224 21.6 20.2 18.9 13.2 12.6 14.1 14.8
Current-account -4.6 -4.9 -4.8 -5.4 -4.9 0.8 0.8 -1.5 -1.9
Public and publicly-guaranteed external 15.3 14.4 17.0 23.3 24.8 26.6 26.1
For.-exch. reserves (mos. of imps. of goods, non-factor 6.6 6.0 6.9 6.1 55 6.7 7.0 7.3 8.0
Ecuador:
Gross domestic product (US$ $189.1 $175.3 $149.5 $123.8 $91.4 $30.2 $13.9 $17.1 $19.8
Growth
Real GDP 4.3 23 2.0 3.4 0.4 -7.3 23 5.6 3.4
Consumer prices, December- 25.5 22.8 255 30.7 434 60.7 91.0 225 9.4
Exchange rate (December; 25,000 sucres/U.S. 141 26.8 23.4 22.2 50.1 176.0 37.3 0.0 0.0
Average real-effective exchange 80.2 80.6 81.2 7.7 76.3 104.2 118.4 84.3 74.8
Per cent of
Gross fixed capital 18.8 18.6 17.8 19.0 21.0 14.8 15.8 17.2 22.8
Current-account -05 -0.6 0.0 -0.4 -2.3 3.0 6.6 -4.7 -6.2
Public and publicly-guaranteed external 8.3 10.4 14.3 44.8 81.3 65.7 56.8
For.-exch. reserves (mos. of imps. of goods, non-factor 4.4 3.4 4.3 4.1 2.9 4.6 2.2 14 11
Peru:
Gross domestic product (US$ $44.9 $53.6 $55.8 $59.0 $56.9 $51.7 $53.5 $54.2 $56.9
Growth
Real GDP 12.8 8.6 25 6.8 -0.5 0.9 3.1 0.6 5.2
Consumer prices, December- 15.4 10.3 11.8 6.5 6.0 3.7 3.7 -0.1 15
Exchange rate (December; new soles/U.S. -1.4 9.4 10.7 54 15.4 111 0.9 -2.3 2.0
Average real-effective exchange 119.6 118.4 116.8 116.3 117.9 129.3 128.1 125.0 125.7
Per cent of
Gross fixed capital 21.2 241 225 23.8 235 21.7 20.1 18.2 17.2
Current-account -5.3 -5.1 -8.3 -6.2 -6.0 -6.5 -2.8 -2.9 -1.9
Public and publicly-guaranteed external 36.2 32.6 34.0 37.8 36.0 35.0 36.0
For.-exch. reserves (mos. of imps. of goods, non-factor 7.4 11.7 10.2 12.7 12.1 10.8 11.6 10.3 11.0
Venezuela:
Gross domestic product (US$ $59.6 $77.9 $72.0 $88.7 $95.9 $103.4 $121.3 $126.2 $97.7
Growth
Real GDP -2.3 4.0 -0.2 6.4 0.2 -6.1 3.2 2.8 -8.9
Consumer prices, December- 70.7 56.6 103.2 37.6 29.9 20.0 13.4 12.3 31.2
Exchange rate (December; bolivars/U.S. 63.1 483 88.3 5.9 12.6 13.6 8.5 7.7 75.6
Average real-effective exchange 92.4 72.7 86.5 72.9 62.4 56.6 55.9 52.7 63.5
Per cent of
Gross fixed capital 17.6 16.5 15.8 18.7 19.0 15.7 14.2 16.4 14.4
Current-account 43 2.6 124 3.9 -34 3.4 10.7 3.1 7.6
Public and publicly-guaranteed external 38.5 30.8 29.5 27.1 22.9 20.0 23.8
For.-exch. reserves (mos. of imps. of goods, non-factor 6.7 4.0 9.0 8.8 6.9 8.3 7.7 4.8 55

Source : International Monetary Fund, World Bank.

In all five economies, the exchange rate has come to play brédean economic policy-
making. Macroeconomic policy generally and exchange-rate policy iticydar has aimed
simultaneously to address several different objectives: maimternaf adequate (i) short- and (ii)
longer-term real-growth rates, (iii) ensuring price stabilitglping to limit the (iv) public and (v)
overall external borrowing requirements; and (vi) maintaining jpliseid growth of monetary and
credit aggregates. These objectives are, of course, in somseurmeaontradictory, so
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macroeconomic policy-making is very much a question of continuadlkirsg compromise and
balance. The exchange rate has come to play a focal role in pwkipg in the Andean
economies because the exchange rate is a highly effectiveniesit, an easy policy instrument to
adjust rapidly. Andean policy-makers often find it necessary eithearry out rapid adjustments -
or, having done so, to promise firmly that they will avoid doing so. Ehlsecause the Andean
economies have proven vulnerable to exogenous external shocks, unfonemeh shocks (e.qg.,
financial-system problems), and policy errors.

As noted in Section 2 above, exchange-rate policy has been a prob&nhdaause the
relationships between their growth, stability, and debt-managemertiebgeare so complicated,
and, second, because the relative importance of the objectivesshiftime. Policy-makers in an
economy that has recently experienced hyperinflation can be expeeieghasize price stability;
policy-makers in an economy that has just undergone a sharp tetradefloss are likely to be
more willing to risk exchange-rate depreciation.

The problem the Andean economies face to get the exchange raté rivaty be understood
in a systematic way, as follows. Imagine a relativelypsémeconomic system with significant
export and import flows, but in which (a) the private and public extelelatlevel is insignificant;
(b) the exchange rate has little direct effect on governmeahove and expenditure flows; and (c)
the banking system operates entirely in national-currency unien Evsuch a simple economy,
the authorities are likely to find exchange-rate setting songtfia dilemma. A more depreciated
exchange rate would encourage exports and shorter-term export-ledh,gboivimight generate
inflationary pressure; a more appreciated exchange rate would egedorports, in particular
capital-goods imports, and perhaps longer-term growth. This tradesxdE@npanied by a similar
tradeoff involving the banking system: the increased foreign-exchange isfsmting from a more
depreciated exchange rate would lead to monetary expansion, which deaditsexpansion and
growth in the short term, but also price-level instability; aerappreciated exchange rate would
favor price-level stability, and to this extent favor longer-term growth.

If the private sector has substantial external debt, however, ékesange-rate management
tradeoffs become more complex. While exchange-rate depreciation incteadesiestic-currency
value of external debt, damaging the financial viability of peviitms, it helps bring about the
export surplus needed to limit the further growth of the external dal#.ig favorable for capital
formation, and to this extent favorable for longer-term growth. Moreavieere the government
finances depend heavily on the exchange rate, the exchange-rate alitak@a on yet another
dimension of complexity. To the extent the government itself has g lea@ernal-debt burden,
exchange-rate depreciation widens the public deficit -aniatsw,alia, attempts to limit the growth
of the external debt by using exchange-rate depreciation run the risk osingriee government’s
borrowing need.

One effect of exchange-rate depreciation that has bedeviled Andeangchte policy has
been dollarization. Experience of repeated exchange-rate depreciadi@ndwuraged people to
protect their wealth by moving it into dollars. To prevent wealmfleaving the economy, some
countries allowed their financial systems to operate in dolerwadl as their national currency.
Once a financial system begins to operate in a mix of dollarqatahal currency, however, the
economic and financial systems in particular become far moiieutiiffo manage. With a “semi-
dollarized” financial system, exchange-rate depreciation diréutheases the money supply and
increases the national-currency equivalent of debt to the bankitegrsyshich is likely to prove
damaging to business enterprises that lack dollar income. Indeed,anneeonomic system
becomes semi-dollarized, it can come to operate through economic nisechavith highly
intricate knock-on and feedback effects. Such an economy can tucultiffr impossible to
control. Dollarization can turn the exchange rate into a hostage as a pwdityment, since
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policy-makers may be unwilling to allow depreciation for feait®tonsequences for the viability
of bank loans. On the other hand, dollarization can blunt the effectiveharg depreciation, and
indeed turn any depreciation into an inflationary spiFalll dollarization became necessary in
Ecuador for essentially this reason (see Section 7). Indeed, oncensgoustalollarization had
advanced to the point it did in Ecuador, the exchange rate becamdyvirtefiective as a policy
instrument. In effect, since few people were willing any longdrald sucres, exchange-rate policy
simply lost its basis.

At this writing, Ecuador remains fully dollarized while Bolivaad Peru are semi-dollarized.
Bolivia’'s financial system operates preponderantly, and Pergjsliaiin dollars. Both economies’
financial systems commenced dollarization processes in the 19704, lmdbéeth economies, ill-
considered attempts to prohibit dollarization — in 1982 in Bolivia and 198érin-Phelped set off
their respectively hyperinflationary processes. Dollarization serdi-dollarization raise a large
number of day-to-day and structural policy questions. For Ecuador, ihéhe question of
whether it should revert to having its own currency, particulashit& currency continues to
appreciate in real-effective terms with high world oil pricEer Bolivia and Peru there is the
question of how hard policy-makers should strive to reverse dotiarizar, alternatively, to move
forward to full dollarization.

It may be helpful to state an important point early on. While the @mdsconomies’
exchange-rate policies and regimes were crucially importamects of their overall
macroeconomic policy, it is doubtful that different exchange-ratenesgthan the ones they had
would significantly have affected the growth performance described=igure 1. True, for
particular countries at particular times, different policiemore rapid shifts in regime might have
prevented a slowdown or allowed a slightly higher growth ratheatimne in question. Colombia,
for example, might have grown faster in the early 1990s than it didt nat allowed its exchange
rate to lag (see Section 6); Ecuador might not have sufferedasp a downturn in 1999 had it
floated its exchange rate sooner (see Section 7). It is doubtful, égwileat any nation’s specific
exchange-rate regime choice wasuadamentalreason for lagging growth. The causes of the
Andean region’s poor growth performance are more profound than the chaisehainge-rate
regime. They include such things as high external debt, politicabitist, and excessive exposure
to volatile world commodity markets. In particular, it is vatgubtful that one exchange-rate
regime can permanently genuinely improve a nation’s competitivemese than another. The
ultimate bases of competitiveness, apart from natural advantagesaccumulated capital
formation, fiscal efficiency, and reasonable levels of external indebtedness.

In one sense, however, exchange-rate regime choice matteratadgad for longer-term
growth in the Andean economies in particular. One of the regiomigliata problems has been
policy credibility, particularly in view of the macroeconomic taihto which the region has been
prone. This suggests that a key criterion for regime choidénaite Andean region must be that
whatever commitments the regime chosen incorporates, they masgdiele and feasible. In the
discussion following, one of the key themes is that Peru’'s exchatgea@gime has proven
successful in large degree because the commitments it hapdrated have been credible and
feasible, whereas, by contrast, Ecuador’'s regimes have ahaegxi rissues of credibility and
feasibility.

This apart, the lessons from the Andean region regarding regimeechm inevitably
complex, and do not always conform to conventional wisdom. As Figure 1 abphes, none of
the region’s regimes appear to have been very helpful for loagargrowth. While some people
regard it as a truism that fixed exchange-rate regimemare likely to ensure exchange-rate and
price-level stability, this is by no means clear: Peru, formgta, has secured a remarkable degree
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of stability with a managed float and disciplined fiscal and mopg@licy (see Section 8)In any
case, the obvious lesson from many countries over the years auestly, Brazil and Argentina-
has been that an unsustainable fixed exchange-rate regime cdrdst as destabilizing as a more
explicitly flexible regime.

Table 3

ANDEAN ECONOMIES: EXCHANGE-RATE REGIMES, 1994-2003
1904 | 1095 | 1006 | 1997 | 1008 | 1099 | 2000 | 2001 | 2002 | 2003
Bolivia “Crawling-peg” -- |
Colombia "Crawling peg" | managed float ---------------- |
Ecuador Pre-announced "crawling band" --------------- | ‘ float ----| full dollarization -------------- |
Peru managed float -

Venezuela Adjustable peg ‘ “Crawling band” ’ Crawling peg/managed float

Source : author’s elaboration.

Table 3 summarizes the Andean region’s recent exchange-rat@esegBolivia has
maintained a “crawling-peg” exchange rate, intended to move thergehate in accord with
internal and external inflation. Colombia, which was one of the dicenomies in the world to
apply a crawling-peg exchange rate (in the late 1960s), maintdirsekirid of flexible exchange
rate through the 1990s. In 2000, however, the Colombian authorities shiftetidnaged float.
Ecuador has had a complex history. It started out the 1990s with a conegnliut frequently
adjusted, fixed rate. In 1994 it introduced a pre-announced “crawling bandtinglemsued for
several months when this turned unsustainable in early 1999. When démmeacaelerated, the
economy slid into hyperinflation, which was halted by a move to fulladefition. Peru has
maintained a managed float throughout the period. Finally, Venezueladiatined a fixed
exchange rate, but has adjusted it frequently, under the pressure dfashagen highly unstable
fiscal and monetary policy.

Although the Andean economies have had a wide diversity of macroecoarpgdence,
several developments have affected them in common. Perhaps thempogant recent shared
experience has been the exogenous shocks that took place in 1997-8. Thbssehadin aspects:
(i) a sharp drop in oil and other hydrocarbons prices; (ii) an episddieNifio weather patterns in
late 1997 and 1998; and (iii) the string of world financial crises wivgleast Asia (beginning
September 1997), the U.S. capital markets crisis associatetheitiollapse of Long Term Capital
Management (mid-1998); Russia (August 1998); and Brazil (late 19983e Ewents all affected
the five economies, widening current-account deficits (the Andean etsmame generally
hydrocarbons exporters), diminishing the availability of external fingncand reducing real
growth. Although world oil prices have recovered since then, and no new epis@&dédiitd have
occurred, the five economies have recovered slowly.

Some observers have suggested that Latin America’s increisangrial openness and
liberalized financial markets constrain exchange-rate polieiled even regime choice. The
argument has many dimensions, but the basic point is that any aeticipathange-rate
depreciation is likely to be incorporated into domestic interéss raince the practical meaning of
capital openness is that in setting interest rates domesdiacial institutions would compete with
foreign interest rates adjusted for anticipated depreciation. Theibpibg of -indeed, the
uncertainty about whether there might be- exchange-rate depreciaiidd presumably make
domestic interest rates higher than they would otherwise be. A poich discussed in recent
literature concerns the spreads on countries’ sovereign-bond isgumswealth-holders in Latin

4 The practice of carrying out monetary policy anathange-market intervention so as to hold a swgafipsloating exchange rate

fixed has sometimes been characterized as “fefwaifng.” See Calvo and Reinhart 2000.
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American economies have come to include their countries’ issuéisein overall portfolios,
movements in these instruments’ yields can be expected to be ittadsin some degree to
domestic interest rates (see Rojas-Suarez 2003).

In practical terms, however, this and similar arguments & draightforward than they
may seem. On the one hand, if circumstances come to be suchitet axchange rate loses its
credibility, expectations of and uncertainty regarding future depi@tiacan become quite
significant, particularly where an attempt has been made toairathe fixed-rate commitment too
long. Argentina’s recent example makes it clear that even vergi¢had” fixed rates can be forced
to move. On the other hand, a floating exchange rate, managed or ctheamsnaintain a fixed
parity with the U.S. dollar for lengthy periods of time, and expexstatiof and uncertainty
regarding future depreciation can become insignificant. This madkebease for Peru at present
(see Section 8). A related argument sets out from the viewthbatates of return on sovereign
bonds are determined in large measure by perceptions of countrantskhat these are in turn
related to the likelihood of exchange-rate depreciation. Again, vihigehas been taken as an
argument for “hard” fixed exchange rates, the force of such argumeatdabtful. A general claim
cannot be made that at any given moment a fixed exchange ratdweills be less likely than a
floating exchange rate to undergo depreciation.

Before proceeding to discuss each country’'s experience, it is usefakamine the
comparative indicators of nominal- and real-effective exchangevaiability given in Table 4.
These are the ratios of the standard deviations to the means of the rnrawlgdyweighted nominal-
and real-effective exchange rates, the exchange rate with $heddd the real-effective exchange
rate with the U.S., given for the ten years 1994-2003 and the thrgeesats 1994-1997, the
crisis years 1998-9, and the recent years 2000-3. Several pointgeeattearly from these figures.
The countries whose exchange rates varied the masniimalterms over the period were Ecuador
and Venezuela, followed by Colombia and Peru; the country with the estnathriation was
Bolivia. With the exception of Venezuela, of the three sub-periodpettied of highest variability
was the “crisis” period, 1998-9. For most of the economies and imespéeriods, the variabilities
of the nominal-effective and the U.S.-dollar exchange ratesesrergjly similar in magnitude, but
for the crisis period the variability of the nominal-effectiage substantially exceeds that of the
variability of the U.S.-dollar rate. This reflects the ahility in that period of trading partners’
exchange rates generally. The countries whose exchange raeg therimost ireal-effective
terms over the period were Venezuela and Ecuador, followed by Coldimbieountries with the
smallest variation were Peru and Bolivia. The ranking wadyntdee same as that of the nominal
exchange rates, but it is noteworthy that Peru and Bolivia hadheanyy the same real-effective
exchange-rate variabilities.

The reality that policy-makers in all five economies tend dou$ on the U.S. dollar
exchange rates has meant that all the Andean economies’ hominahgexchtes have tended to
move with the dollaris-a-visthe European and Asian currencies. Through much of the 1990s the
dollar’s relative strength tended to limit the Andean economies‘datiar competitiveness. In
more recent years, however, the dollar's depreciation has begnificant factor contributing to
the Andean economies’ competitiveness.

The bilateral U.S. real-effective exchange rates are alwagre variable than the trade-
weighted exchange rates, and the differences are markedly ldrge those between the
corresponding nominal-rate variabilities. Peru and Bolivia have besrkedly more successful
than the other three economies in holding their real-effective rgehates steady over all the
time intervals in question. As discussed in Sections 5 and 8 belowguttisme is more likely
given their respective crawling-peg and managed-float regimes. Ovei71@8%n Ecuador held to
a pre-announced crawling peg in a band, it limited its real-eféegtriability more than Bolivia
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and nearly as much as Peru. Its variability intensified, howeueing the pre-dollarization crisis
and under dollarization. Colombia’s real-effective variability ha&en higher than Peru's and
Bolivia's, but not as high as Ecuador’s during its pre-dollarizatiigiscand under dollarization,
nor as high as Venezuela’'s throughout the petlios. important to bear in mind in this kind of
discussion that while low variability is a good thipgr se it is a good thing for exchange rates to
adjust flexibly when circumstances require.

Table 4

BOLIVIA, COLOMBIA, ECUADOR, PERU, AND VENEZUELA: IN DICATORS OF
EXCHANGE-RATE VARIABILITY

(standard deviation of monthly values as a percentage of average of monthly values)

Period Variability of: U.S. nominal Trade- U.S. real
Trade-weighted exchange weighted real effective
nominal effective rate: effective exchange
exchange rate: exchange rate: rate:
BOLIVIA
1994-2003 14.6 16.7 5.2 16.0
1994-1997 3.6 5.2 34 11.0
1998-1999 15.2 3.2 15 8.1
2000-2003 4.7 8.4 5.3 9.5
COLOMBIA
1994-2003 47.8 41.4 131 13.3
1994-1997 6.8 13.2 7.5 12.6
1998-1999 32.8 13.6 8.6 11.9
2000-2003 9.6 13.1 7.7 8.6
ECUADOR
1994-2003 86.9 79.6 19.6 21.3
1998-1999 68.1 47.8 224 25.0
2000-2003 3.8 0.1 23.8 26.5
PERU
1994-2003 39.4 17.8 5.0 12.6
1994-1997 35 8.1 2.0 10.0
1998-1999 38.3 8.0 5.6 10.8
2000-2003 2.8 1.2 3.0 51
VENEZUELA
1994-2003 70.9 65.4 19.9 33.8
1994-1997 48.0 50.6 13.6 18.2
1998-1999 22.4 6.7 55 6.6
2000-2003 37.1 38.4 12.8 145

Source: Calculations by the writer based on data from the International Monetary Fund and the U.N.
Commission for Latin America and the Caribbean.

The five sections following discuss exchange-rate policy in the Aindean economies
during the period 1994-2003, with one section given over to each economy.
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V. Exchange-rate policy in Bolivia,
1994-2003

Bolivia is the smallest of the five Andean economies,
accounting for just 7 per cent of the region’s total population and 3 per
cent of its aggregate GDP. It is one of Latin America’'s p&tore
nations, one of only four in the Western Hemisphere to qualify for
official debt reduction under the Highly Indebted Poor Countries
(HIPC) Initiative®> Multifaceted social conflict and political instability
has marked Bolivia's history throughout the Twentieth Century. A
large proportion of its population identifies itself as indigenous, and
although the use of Spanish is growing, Aymara and Quechua are the
primary languages of significant proportions of the population, and
political movements based on ethnic representation have become
increasingly active in recent years. A relatively lagpgeportion of the
population remains rural, and 80-90 per cent of the rural population is
impoverished. Regional divergences, mainly between the relatively
more prosperous and progressive eastern, tropical areas and the
slower-growing high plateau dttiplano’) and mountain valley areas
are significant. Bolivia is the world’s most important coca produce
and as such has been the object of intense international and
government efforts, partially successful at best, to combat producti
and trade. Several confrontations have taken place between the
security forces and coca growers, mostly Indian peasants who often
feel they have no profitable alternatives to coca cultivationte¢ent
years, coca growers have organized politically, and have drawn
increasing electoral support.

5

The others are Haiti, Honduras and Nicaragua.
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In 1982, after a decade in which they dominated the government, tharynditceded to
popular pressure to restore constitutional government. The first fldaryrgovernment, headed
by President Hernan Siles Zuazo, struggled to reconcile its suppoaenséting interests, and this
led to hyperinflation. The subsequent government, under the veteranigoolétitd several times
former President Victor Paz Estenssoro, carried out the sugcstiilization program beginning
in late 1985 Many Bolivians experienced severe hardship, however, as liviarglatds fell
precipitously. Four years later, the government of Jaime Panrdarheading an ideologically
disparate coalition of right- and left-wing parties excluding teetrist party that had supported
Victor Paz, led Bolivia into a period of modest growth of around 4 and &g per year. No
candidate had secured a majority in the 1989 election, and the Congieiss dieose the new
president. Paz Zamora’s coalition was formed to secure suffisigqort to be chosen by the
Congress. All subsequent elections were similar in this way: amalidate secured a popular
majority, and the governments formed were those that could gatHeriesufsupport in the
Congress.

In 1993 Gonzalo Sanchez de Lozada, who as Victor Paz’ Finance Mimstded the post-
1985 stabilization effort, became President at the head of Boliviain centrist party. His
government aimed to foster free-market reform and improved goeattal efficiency. It set in
place a program under which public enterprises, rather than beinfzaidyvavere “capitalized” —
allocated under management contracts to foreign companies, who, im fatwhares of profit,
were required to carry out specified programs of capital faomaOpposition to Sanchez de
Lozada's reforms brought about waves of protest, including a largegalestrike organized by the
Central Obrera Boliviana, Bolivia’s traditional labor confedemti and several violent
confrontations took place between demonstrators and security forcE89Tna former military
dictator, Hugo Banzer, became president, in another cross-ideologadaion of right- and left-
wing parties — once again through a negotiated agreement amoeg pattie Congress following
an election in which no candidate secured an outright majority. Hierigment attempted to
continue pro-market reforms and privatization, but soon slid into newarttafions with various
groups of protestors, including not only opponents of pro-market reforms bahizations
favoring free planting and trafficking of coca. In 2001 Presidentt&mnde Lozada returned to the
presidency, once again through a negotiated agreement among parties Congress, since
Sanchez de Lozada had received less than one fourth of the votes in the gecteral €ver 2002
and 2003, intense protests against his policies degenerated intoinglyegislent confrontations
between protestors and security forces. Finally, toward the end of 2003 he was forsa&gphto re

As in Peru, the hyperinflation is a crucial part of the reason Bdiivia has focused so
heavily on macroeconomic stability. It took place between late 488 3August 1985, concluding
about three years before Peru’s commenced. Annualized inflatioagaded 3.2 per cent over
1983, 31.4 per cent over 1984, and 67 per cent over the first eight months of A98&%e price
level rose, the authorities were forced to devalue Bolivia'wiaffpeso rate, from 25 pesos per
U.S. dollar in 1980-81 to 64 in 1982, 230 in 1983, 2,178 in 1984, and 75,000.00 by mid-1985.
Even this last rate was severely overvalued, for by August I885arallel-market rate had
reached 1 million pesos per dollar. Like Peruvians four years Bolivians found this experience
deeply traumatizing. This made it politically possible -indeegeiative- for the authorities to
reform their institutions, in particular those of monetary and bamegaglation, to prioritize price
stability. Since the late 1980’s, Bolivia has generally held tioftawithin tolerable bounds (see
Figure 2), although not so low as Peru has managed (see Section B hideweruvians, and like
Ecuadorians after their 1999 bout of hyperinflation (see Section 7),i@withoped that hard-won
price-level and exchange-rate stability would bring about highérgreath. As in Ecuador and

& Jronically, in the 1950s Bolivia slid into hypafiation under a government headed by Victor Pad,aagovernment that took office
in 1956 under Hernan Siles Zuazo carried out thesatent program that halted that hyperinflation.

30



CEPAL - SERIE Macroeconomia del desarrollo N° 34

Peru after their hyperinflations, Bolivia’'s growths revived, lhunadest rates (see Figure 5). After
1997, Bolivia’'s real growth rates declined sharply, barely exceeding population growth.

Figure 2
BOLIVIA: MONTHLY INFLATION, DECEMBER 1985- DECEMBER 2003
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Source : International Monetary Fund.

Exchange-rate management has been an essential element arBptilicy-makers’ efforts
to maintain stability since August 1985. Although rigorous fiscal cbmtas the core of the “New
Economic Program” undertaken to control hyperinflation, exchange-rategament was a
fundamental element of the program as well. The new governmeiitttea choice but to allow
the peso to float to an equilibrium level, and it dropped rapidly to 1liBbmpesos per U.S. dollar.
All foreign-exchange transactions were fully legalized — up to that pointahsaictions outside the
banking system were considered “black” — and taxes and commissioferedgn-exchange
transactions were removed. In January 1987 the authorities introduced aunency, the
“boliviano,” replacing the peso at a rate of one per million. ByyeB88 the new currency
stabilized at about 2.3 bolivianos per dollapart from a brief burst of high inflation between
December 1985 and February 1986, the government’s policy approach haltegehieflagion,
and the price level and exchange rate have remained essestially since then. It was by any
standard an austerity program, however, and over the course of thenadjugrocess in the late
1980s many Bolivians underwent extreme hardship. In a country charadtbsi some of Latin
America’s deepest poverty, this hardship was also a traumatic memory.

In 1982, just before the hyperinflation got under way, Bolivia’s governmmeamted out a
forced conversion of existing dollar accounts into Bolivian pesos. hdstirrency’s purchasing
power shrank, a large amount of informal dollarization inevitably tplaice. However well-
intentioned, Bolivians resented the forced conversion, and many remémdleng with the
hyperinflation. Since 1985, despite the relative stability of thénange rate and price level,
dollar-denominated deposits and loans have continued to amount to as muedOgeBeent of
total deposits and loans. Policy-makers have been unable to redupententage. Part of the
reason is that Bolivia’s illicit coca trade has continued togod relatively large inflow of dollars
to the economy. The government that took office in August 1985 found it diad®ito permit
the financial system to operate in dollars as well as in thdynereated bolivianos. (Peru also
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carried out a forced conversion of dollar accounts in 1986, just beferdyjerinflation
commenced, with remarkably similar consequences: Peru has misimed heavily dollarized, as
discussed in Section 8 below.)

As Bolivia’s governments secured macroeconomic stabilization tiheedecade following
the hyperinflation, they maintained a close focus on fiscal managebezause it was an article of
faith that the public deficit had been the principal source of thelémba that had produced the
hyperinflation. It has also been an article of faith that cebtaak independence is crucial to price-
level stability. Legislation approved in 1986 ensured that the CdBamalt’'s directors would be
fully independent of ministerial direction, and that they would operitte avmandate that the
institution’s top priority would henceforth be price stability. In padiar, the Central Bank would
never again be permitted to provide financing directly to the gavent. In keeping with this
general approach, the Central Bank was given the task of marthgirexchange rate. During
1986 the Central Bank’'s Committee for Exchange and Reserves beghinghdaily foreign-
exchange auctions (which came to be known aslibésifi). By determining the amounts to be
made available for each auction, the Central Bank could marsampgeitnational-reserve holdings
and the exchange rate together. Through this mechanism, Bolivia h&suednto manage its
exchange rate as a crawling peg, aiming generally to moge @s to hold to the inflation
differential.

The difference between a crawling-peg exchange rate set thraabna and a managed
float like Peru’s is subtle. The distinction has to do with the aititbsr explicit and implicit
standing commitments. Under its crawling-peg policy, Boliviaitharities commit themselves to
manage the exchange rate smoothly so as to compensate genera#hiriternal-external inflation
differential. They have left themselves room to adjust theimatesponse to exogenous shocks,
such as those of 1998 and the subsequent depreciations by Argentina ahdvBicz affected
Bolivia heavily because of its trade relations with those ecamn({By comparison, Peru’'s
authorities have sought to maintain a fairly stable rate, bhbutitcommitting themselves always
to do so. They allowed the nominal rate to adjust during 1998 and 1999 tataketzof changed
circumstances. They have held the exchange rate almost constanth&in, however, as discussed
in Section 8.

Like Peru, Bolivia's Central Bank has had to maintain a redbtihigh foreign-exchange
reserve stock to buttress the stability of its exchange(sateFigure), although only about half as
high a level as Peru in months of imports of goods and non-facticeseand two-thirds as a high
as a percentage of GDP (see Figure 17). As in the case of Peru, the high reqaimerholding is
the principal cost of the policy approach: central-bank reserve heldlimge a high opportunity
cost (in the sense that their yield is generally lower thimredtive uses of the financial resources
could earn for the country).
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Figure 3
BOLIVIA: YEAR-END FOREIGN-EXCHANGE RESERVES, 1980-2 003
(months of imports of goods and non-factor services; per cent of GDP)
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Source : International Monetary Fund.

Over the 1990s, Bolivia’'s macroeconomic performance was driven, liysits recovery
from the recession of the 1980s, and then by the foreign-exchange irfd®esiated with the
“capitalization” process. Under “capitalization,” intended to achidvwe same objectives as
privatization in other economies, Bolivia opened its public-sectormiges to foreign capital-
formation and management, without going so far as to sell the assets fi®ed capital formation
rose steadily over the decade, from an average of 12.5 per cémtRofn 1986-1990 to 15.6 per
cent in 1991-95 and 19.1 per cent in 1996-2000. Average real GDP growttoasdingly, from
2.2 per cent in 1986-1990 to 4.3 per cent in 1991-1998. The higher investmenwioavlargely
the consequence of the capitalization process, and, later in the 199@Gmgtraction of a natural-
gas pipeline from producing fields in eastern Bolivia to markeBrazil. Although the current-
account deficit remained strikingly high, averaging 6.2 per ce@® over the years 1991-1998,
a relatively large proportion was financed by the capital flagsociated directly and indirectly
with capitalization and the construction projects.
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Figure 4
BOLIVIA: CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS ,
1989-2001
(per cent of GDP)
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Source: International Monetary Fund.

In 1999, capital formation began to decline sharply as a percent&@hRi{see Figure 5),
and real GDP growth fell below the population growth rate. Capmitahdtion averaged 16.8 per
cent in 1999-2002 and real GDP growth just 1.7 per cent over the samse yhis slowing of the
capital-formation and growth rates had several different caiss.was that the direct-foreign
investment flows associated with the privatization process iaegely completed. Another was
that Bolivia was subjected to the various world shocks thattatfeall the Andean economies in
1998, including El Nifio, lower hydrocarbons prices (Bolivia is a net expodad the world
financial crises of the time. Still another was that Bolwiaiternal political conflicts intensified
under the Banzer government, and then worsened under Sdnchez de Lozaustmeakation’s
future increasingly uncertain and so discouraging capital formation.
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Figure 5
BOLIVIA: REAL GDP GROWTH, CAPITAL FORMATION, AND NE T IMPORTS
OF GOODS AND NON-FACTOR SERVICES, 1980-2002*
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Source : International Monetary Fund.

Note: *Correlation coefficient of “net imports” with “capital formation: 0.679 (23
observations, t = 5.782).

Bolivia's exchange rate was relatively stable in both nomisadt real-effective terms over
the 1990s (see Table 4 and Figure 6). After 1991 the real-effestleange rate appreciated
somewhat in real-effective terms. (The nominal-effectiveharge rate was driven in the late
1980s and early 1990s by the sharp movements of the bilateral exchiasgeitia Argentina and
then Brazil, among Bolivia’s major trading partners, since theyewhen undergoing troubled
inflationary processes and these were accompanied by abrupt exch@ngedjustments.)
Beginning in 1999, however, the real-effective exchange rate undesvmegasure of depreciation,
as the Central Bank sought to cope with the effects of the 1998 fuwalucial crisis and, in
particular, Brazil's exchange-rate depreciation. Over the yE399-2003, Bolivia's real-effective
exchange rate varied somewhat more, basically on account ofgkedlpreciations by Brazil and
Argentina (discussed in greater detail in Section 10).
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Figure 6
BOLIVIA: NOMINAL-AND REAL-EFFECTIVE EXCHANGE RATES, 1980-2003*
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Source: International Monetary Fund, United Nations Economic Commission for Latin
America and the Caribbean.

Note: *The nominal effective exchange-rate series is rebased so its December 2003 value
equals that month’s average U.S.-dollar exchange rate. The base of the real-effective
exchange rate series is 1990 = 100.

Tight monetary control has been fundamental to Bolivia's maintenafrstability. Figure 7
shows the evolution of the key monetary aggregates since 1991. Altlsa@ymgficant overall
monetization took place over much of the decade, by the late 1990s th@amanghority had to
carry out vigorous policy to limit overall money-supply growth. Timar constancy of the
aggregates after 1999 is a striking indicator of the discigteeted by the monetary authority. It is
important to bear in mind in this connection that Bolivia’'s financsgstem functions
preponderantly in dollars. For the broadest measure of liquidity, oagev&5 per cent of the
year-end stocks over the years 1991-2002 have been in U.S. dollarfigiieidras remained fairly
persistently at this level over the period.

The dollarization of the banking system has effectively imposédtantial constraints on
monetary and exchange-rate policy. Any exchange-rate depreciatitd aaut directly increases
the boliviano equivalent of the part of the money supply that is dibdlaominated. In addition, at
any moment that higher inflation or exchange-rate depreciatiomitspated, deposit-holders can
be expected to react by shifting their deposits from boliviano-dottar-denominated holdings.
Any such movement would itself pressure the exchange rate to ddépredihe fact that banks
have a mix of boliviano and dollar deposits has meant that banks e henage their asset
bases carefully to ensure that they are roughly matched, and sxponeteé to adverse exchange-
rate movements. In addition, they have had to be careful to ensutbheinadollar borrowers are
not exposed. (Problems of this kind drove Ecuador into the crisisditadfit to dollarize as
discussed in Section 7).
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Figure 7

BOLIVIA: KEY MONETARY AGGREGATES, 1991-2002 (INCLUD ING BOTH BOLIVIANO
AND U.S.-DOLLAR BALANCES)
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Source : International Monetary Fund.

Despite the turmoil of the second Sanchez de Lozada government agplatement by a
new government at the end of 2003, the authorities have thus far sutdeedwintaining
Bolivia’s hard-won price and exchange-rate stability. In the present cit@oices, macroeconomic
stability is of incalculable value: instability would make the present abrsiéiriously worse.

On the whole, Bolivia's exchange-rate policy has served gendéoadlycompany and support
the authorities’ stabilization efforts in the wake of the hypkiitn of the mid-1980s. Bolivia's
crawling-peg exchange rate appears to have afforded the authartiessential measure of
flexibility. On the one hand, it permitted the authorities some sompadjustment to cope with
short-term shocks. On the other hand, they could use the exchange ratasniiuit were a fixed
exchange rate, and to this extent to buttress the price levatidXarally -as in the case of Peru- by
allowing themselves the flexibility afforded by a crawling-pegchange rate, the Bolivian
authorities appear to have enhanced, rather than diminished, the credibility of thamgexcate.
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VI. Exchange-rate policy in
Colombia, 1994-2003

Colombia has the largest population of the five Andean
economies, accounting for about three eighths of the region’s total. It
accounts for about a third of its aggregate GDP. Throughout the
1980s and 1990s, Colombia has suffered intense internal conflict,
involving two highly organized groups of leftist rebels, right-wing
vigilante forces, violent drug traffickers, and government forces
Apart from the high cost in casualties, the continual conflict has
burdened the public finances and inevitably discouraged capital
formation.

Despite the continuing violence, Colombia has maintained its
constitutional system, with regular elections taking place ooug f
year cycle. Two main political parties, bitter and violenalgvuntil
the 1950s, have formed a stable political core. Through most of the
1990s the Liberal party held sway, under Presidents Cesar Gaviria
(1990-94) and Ernesto Samper (1994-1998). Samper's term was
difficult because the United States, persuaded that Samper had
knowingly accepted financial support from traffickers during his
presidential campaign, reduced its aid and tried unsuccessfully to
pressure Samper to resign. The Conservative Party won the pmside
in the 1998 elections. President Andrés Pastrana made determined
efforts to negotiate peace agreements with the main insurgmipsy
but, after several truces, these ultimately failed, and the iconfl
revived. Over the 1990s, government efforts to suppress the drug trade
achieved no more than partial success in certain areas.
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Beginning in 2000, the United States began providing large amounts ohded its “Plan
Colombia” to help the security forces pursue traffickers mdiecefely. In May 2002 the voters
elected an independent ex-Liberal candidate named Alvaro Uribe poabielency. As he pledged
in his electoral campaign, his government has pursued a vigorous campaign agaissrgeats.

Colombia was one of the first nations in the world to use a “ongwleg” exchange rate,
beginning in 1967. As a consequence, during the 1970s its industrial expoits|qoéyttextiles,
grew relatively rapidly. It was clear by the end of the 1970sghiewy that its export growth was
constrained by its restrictive trade regime, and by the 1986xptat growth slowed in the face of
competition from more liberalized economies. By making good ugs fiékible exchange rate, it
managed both to limit its external-debt accumulation and to avoid rejippio severe inflation.
Inflation continued at double-digit rates, however, well into the 199k Fggure 8, which also
shows the striking seasonality of Colombia’s inflation). Over these of the 1990s, however, the

authorities succeeded in bringing the inflation rate down graduabiyn &in average monthly rate
of 32.8 per cent in 1990 to 6.6 per cent in 2003.

Colombia maintained its crawling-peg exchange rate well intd99@s. Over the first half
of the 1990s the authorities used the crawling-peg exchange rateptgradlually to work the
inflation rate down. The average difference between the annualiaethly inflation rate and the
average monthly depreciation rate widened, from 1.5 and 2.8 percentage points in 1990 amd 1991 t
10.8, 10.3, and 26.9 percentage points in 1992, 1993 and 1994 respectively. While this policy
approach helped reduce inflationary pressure, it also brought about an8absliegree of real-
effective — indeed, a measure of nominal-effective -- apprecidsee Figure 9). This partly
explains why the current account moved into deficit after 1992 (gpeeFL0). In addition, real
GDP growth was relatively stronger in 1993-1995 than in preceding.yfde appreciated real-
effective exchange rates and the higher growth were accompanaad ihgrease in the external-
saving flow (see Figure 11), although both exports and imports weniicsigtly lower beginning
in 1994 as percentages of GDP than they had been in earlier years (see Figure 10).

Figure 8
COLOMBIA: MONTHLY INFLATION RATES, DECEMBER 1989- D ECEMBER

2003
(annualized percentage rates)

70.00

Y
LT |
A

h
=N
I 170"

Source: International Monetary Fund.

40



CEPAL - SERIE Macroeconomia del desarrollo N° 34

Figure 9
COLOMBIA: NOMINAL AND REAL-EFFECTIVE EXCHANGE RATES , 1980-
2003*
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Source: International Monetary Fund, United Nations Commission for Latin America and the
Caribbean. LAXR.xIs].

Note: *The nominal effective exchange-rate series is rebased so its December 2003 value
equals that month’s average U.S.-dollar exchange rate. The base of the real-effective
exchange rate series is 1990 = 100.

During 1995, partly in response to Mexico's “Tequila” crisis, the auflerincreased the
exchange-rate depreciation rate. Real GDP growth slowed intthe part of that year, and for
1996 it slowed to just 2.1 per cent compared with a 5.5-per-cent aviena993-1995. During
1996 the monthly annualized depreciation rate averaged only 3 perarapgred with inflation of
22.2 per cent, and the economy’s competitiveness reached its minontime fdecade. Beginning
in mid-1997, the authorities gradually increased the rate of exchatgelepreciation so as to
restore Colombia’'s competitiveness (see Figure 9). Over these of 1998, Colombia
experienced the same set of external shocks that other Andean ecomnen@ehen experiencing,
including damaging El Nifio rains, plunging hydrocarbons export prices, arstrihg of world
financial crises. Colombia’s real GDP diminished 4.2 per cet®®9, and the recovery since then
has been sluggish, with real GDP growth averaging just 1.9 peirc@000-2002. At the end of
1998 and the beginning of 1999 the authorities carriédvbat amounted to a maxi devaluation, in
response to Brazil's exchange-rate depreciatiomrédfter, Colombia allowed its exchange rate to

float, and since late 1999 it has depreciated fiantly in both nominal -and real- effective
terms (see Figure 9).
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Figure 10
COLOMBIA: CURRENT ACCOUNT OF THE BALANCE OF PAYMENT S, 1989-
2001
(per cent of GDP)
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Source : International Monetary Fund.

Figure 11
COLOMBIA: REAL GDP GROWTH, CAPITAL FORMATION, AND N ET IMPORTS
OF GOODS AND NON-FACTOR SERVICES, 1970-2000
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Note: Correlation coefficient of “net imports” with “capital formation: 0.636 (31 observations,
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This depreciation notwithstanding, Colombia’s inflation has actuallynisimed (see Figure
8). This experience is consistent with the view that a depmgiatichange rate need not always
generate higher inflation, particularly with the economy in récagsee Figure 11). Colombia’s
demand for money has risen since the exchange-rate float began (seelBjgiihe central bank’s
net foreign assets have grown as foreign-exchange reserveasied as a consequence of the
exchange-rate depreciation, but the monetary authority has been affleetasome of the growth
of the monetary base through tighter control of net domestic assets.

Figure 12
COLOMBIA: KEY MONETARY AGGREGATES 1991-2002
(per cent of GDP)
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Source: International Monetary Fund.
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VIl.Exchange-rate policy in Ecuador,
1994-2003

At this writing, Ecuador is the only Andean economy that has
fully dollarized. Its government took the decision to do so in
January 2000, and essentially completed the process of repurchasing
its outstanding sucre currency and fully converting all financial
instruments well before the end of that year. The government took
this drastic step essentially because it had no choice. Ovdwthe
preceding years an unfortunate combination of exogenous external
shocks -- including a sharp drop in oil-export prices, heavy damage
from rains associated with the 1997-98 El Nifio episode, and the
effects of financial crises in East Asia, Russia and Brazibgether
with misjudged policy responses led to one of the worst
macroeconomic and banking crises in Ecuador’s history. In 1999, real
GDP declined by about 7.5 per cent and the banking system went into
severe crisis. Over 1999 exchange-rate depreciation and inflation
became increasingly severe, and by the end of the year it was clear that
the economy had slid into a full-fledged hyperinflation. If the
government had not dollarized when it did, hyperinflation would
assuredly have continued, and would have ended sooner or later in
dollarization in any case.

Over the two decades preceding its move to dollarization,
Ecuadorian macroeconomic policy in general and exchange-rate policy
in particular were strongly conditioned by external-debt pressures. The
debt crisis of the early 1980s left Ecuador with one of Latin Acaéyi
highest debt-GDP ratios. Ecuador’'s public and publicly guaranteed
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debt stock had nearly doubled in U.S.-dollar terms and tripled ascanpege of GDP between
1980 and 1984, leaving Ecuador with a ratio of public debt to GDP exceedpuy 66nt at the
end of 1984. As in most Latin American economies, this “debt inflatias' the consequence of
surging interest rates on variable-rate debt and worsening tfrimade, which increased the
economy’s overall borrowing requirement. In addition, exchange-rate dit#isa reduced the
measured U.S.-dollar value of GDP. To make matters worse otlegngnent was compelled to
absorb a substantial proportion of the private sector’s external debt.

Given the high external-debt burden, the authorities felt they had toallisgolicy
instruments at their disposal, including exchange-rate depreciatitmjttthe external borrowing
requirement. Ecuador suspended most service to foreign commertialibd 986, but since this
effectively meant that it could seek no new financing fromiforeommercial banks, the need to
limit the external borrowing requirement remained the primary yatperative. Beginning in
1982, exchange-rate depreciation became the authorities’ key adjustistemtnent, because it
was fast-acting and effective. Since August 1970, when the aighatdvalued the sucre to S./25
per dollar from S./18, the sucre had been fixed. In May 1982, in an affatedl with the
worsening external accounts, the authorities devalued to S./33.15, and théiseiguent months,
carried out further adjustments. In 1986 they even attempted dldede although they were
forced to intervene to prevent unmanageable depreciation in mid-1987 when an &arfoousal a
five-month interruption in oil exports. By August 1993, following repeatdgistments, the
exchange rate had slid to around S./1,450 per dollar.

Key consequences of this policy approach can be seen in Figure 13 arallig Over the
years 1981 through 1984, the devaluations affected the real-effeativenge rate relatively little.
After 1984, however, the float and the depreciation that followed thehVl&¥87 earthquake,
which damaged oil-transport facilities and so forced a five-moo#pension of oil exports,
succeeded in bringing about substantial exchange-rate depreciationealtedéfective exchange
rate was 90-per-cent more depreciated on average over 1986-1991 e¢haimeoyears 1980-1985.
Partly as a consequence, however, net imports of goods and non-fagtoesséurned from
generally positive to generally negative. (Net imports vpastive in 1987 only on account of the
reduced oil exports resulting from the earthquake.) Another consequence e théation rate
was significantly higher than Ecuador had previously experienced: cenguines rose at an
annual average rate of 48.5 per cent between 1986 and 1990, compared with @8nt Ipetween
1981 and 1985 and 12.5 per cent between 1971 and 1980.
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Figure 13
ECUADOR: NOMINAL AND REAL-EFFECTIVE EXCHANGE RATES, 1980-2003
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Figure 14

ECUADOR: REAL GDP GROWTH, CAPITAL FORMATION AND NET IMPORTS OF
GOODS AND NON-FACTOR SERVICES, 1976-2002*
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Simply put, the exchange-rate depreciation was necessary to aocdatemet imports to the
external financing restriction. Although Ecuador secured some dredit multilateral and
bilateral sources, since it could not finance any significantxygredeficit, it had little choice but
to hold the exchange rate at a depreciated level. The mosicgighifonsequence, of course, was
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that Ecuador’'s growth rate was constrained: per-capita realW&3Ralmost precisely the same in
1992 as in 1981.

Ecuador had several identifiable exchange-rate regimes ovemwthee of the 1990s. It
began the decade with a regime best classified as a tradlisimgle-currency peg. In mid-1992,
Sixto Duran Ballén was elected President on a traditionally ccatser platform of stabilization,
liberalization and structural reform. Soon after taking office,®dvernment announced a large
policy package, encompassing yet another devaluation of 20 per eamtale dollar and various
fiscal measures, including increases in motor-fuel prices anttiely rates, a company-assets tax,
expenditure cuts, and a public-employment freeze. As intended, thesareseaut the 1993
public deficit nearly to zero. In August 1993 the authorities unifieddheign-exchange market
and began a new policy of floating within a pre-announced crawling bahe.id€éa was to set a
nominal anchor that would help gradually to reduce the inflation rates pblicy would remain in
place until February 1999.

In late 1993 and 1994, just after the introduction of the float-withireadarg-band policy,
Ecuador experienced a short-term financial-capital inflow (seamido 1994). Unlike other
developing economies, these inflows went mostly to short-term firatne applications rather
than to equity markets. This was because high short-term intates were now available on
sucre deposits. The placements were made mostly by Ecuadorimmaltgtrepatriating holdings
taken abroad in the 1980s. The inflows themselves increased fesmjange reserves and so
seemed to reduce exchange-rate risk, encouraging further inflonsoastcengthening the sucre.
The high interest rates on short-term sucre deposits weradingtaource of instability, however:
capitalization of rates on the order of 30 per cent into depositssitoeknt that this became a basic
growth rate for these stocks, helping to sustain this rate ascthrmy’s “inertial” inflation rate
during the 1990s.

As a consequence, the real-effective exchange rate appredigédatantly in 1993 and
1994. Several favorable developments during 1994 tended to strengtheenttgéscty. In
August 1994, on the basis of an ambitious structural-reform program, Ecemlwoed the support
of the IMF and the World Bank for a “Brady” deal with commertiahk creditors and a Paris
Club rescheduling. These agreements significantly reduced the tek{ ended the arrears
accumulation, and brought about normalization of relations with externalesoof finance. With
these changes in place, and a program of significant public-sestaraturing and financial-sector
reform either promised or under way, there was widespread optithaniEcuador would grow
solidly over the remainder of the 1990s.

Unfortunately, these hopes were disappointed over the course of 1995, whex $éngs
went wrong at once. In January 1995 Ecuador fought a brief border viaPer, and although
Ecuador was relatively successful and casualties werévedyalimited, the financial cost of the
conflict was high. (Ecuador’s relative success placed it frosition to negotiate a permanent
agreement, signed in October 1998, and so close a half a century o Jidpuhe middle part of
1995, an extended drought took hold in the country’'s “Sierra” region, with tdéwgs
consequences for economic growth. Over the course of the year amammmmmercial bank
went into crisis, and had to be taken over by the state (the CBaini took ownership). In
October 1995 the vice president, who had been managing economic poliégraeasto resign on
account of a scandal, and this had a notable effect on the qualitypmdneic policy-making.
Meanwhile, the structural-reform program failed to progress, ypagtause the program was
highly ambitious: the structural reforms generated political oppasiand the drought and the
political scandal made it difficult for the government to press on.

Through 1994, 1995 and 1996, however, the pre-announced crawling-peg policy enabled the
monetary authority to hold the real-effective exchange rate mumlk stable than in previous
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years. At its most depreciated, the real-effective exchaatgdn those years was just 3.2 per cent
above its average, and at its most appreciated the redivaffegchange rate was just 3.8 per cent
below its average. The corresponding figures were 16 and 17 peorctrd fears 1991-93 and 28
and 27 per cent for the years 1988-90. The inflation rate remained Hoglgver, and the
authorities were unable to develop policies to reduce it permanetiger the pre-announcement
policy, the floating exchange rate tended to reflect persistingctatims of inflation. As a
consequence, the policy tended to contribute to inflation inertia.

Figure 15

ECUADOR: MONTH-END EXCHANGE RATE AND "FLOTATION BAN D"
(JANUARY 1996-MARCH 1999)
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Source: Central Bank of Ecuador.

As in other economies that had experienced hidgtimi and frequent exchange-rate depreciation,
Ecuadorians increasingly dollarized their wealttdings to protect them. Economists argued thdtenig
interest rates on sucre deposits could in someumgedscourage what was then understood as “capital
flight.” It soon became clear, however, that therist rates necessary to persuade people to deposit funds
in sucres were higher than the levels at which $aduld safely and profitably carry out lending
operations. Moreover, people often found that exghaate depreciation turned out higher than the
expectations implicit in sucre interest rates. Meoiycluded that it was simply safest to place thealth
in dollars.

Steps toward financial liberalization in the eatl990s enabled banks to carry out domestic
operations in both sucres and dollars, and theg hegopy to do so, bringing flight capital from sucres into
dollars on-shore. (In fact, banks continued toyaauit deposit and lending operations in off-shwesches,
now fully legalized by the financial liberalizatiaimat took place. This suggests that exchange-rate
depreciation was not the only motive for capitigll. Some Ecuadorians wished to avoid taxatioto or
place funds outside the reach of courts. It wasmeessible to prevent offshore activities, and the
government hoped that by legalizing them they ceulslire that at least some of the funds couldribe le
back into Ecuador.) Having banking operations o tmits of account brought about a new set of
problems, however. Commercial banks now had to beutéwehatch the currencies of their operations on
the asset and liability sides. They did so byitirtstg asset-liability committees, which carefuliyprked
out placement, maturity and interest-rate polimemnsure such matching. Even so, the deeper @atipti
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was that, as the dollar proportion of their depoagies grew, the banks had to lend to borrowessafes
less able to confront exchange-rate risk.

In 1996 an opposition political figure with poptiolitical roots in the coastal region was elected
President, and took office in August 1996. Thisagoment sought, among other things, to attack the
inertial-inflation problem. In December 1996 thesdfdlent announced the government's intention to
institute convertibility, more or less on the Artieea model, and proposed a timetable that woule litav
commence in July 1997. This opened a wide-rangigate on whether convertibility would indeed be
possible before the government carried out the tmubistructural reforms the previous governmedt ha
promised in 1994 but had failed to carry. In argecgéhe government's announcements unsettled iEhanc
and exchange markets, and in December 1996 tharegeihate underwent a significant depreciation. One
consequence was that this led to significant ise®an motor-fuel prices, since these were linkider the
conditionality of the 1994 IMF and World Bank agremmts, to the domestic-currency equivalents of the
oil-export price. Nation-wide protests ensued, amded so serious that in early February the Csagre
removed the President from office, appointed aarimt administration to manage the country, and
convened a constitutional convention, charged faithmulating a new constitution and setting up new
elections for 1998.

It was during this interim administration that Egoaunderwent the exogenous shocks that set off
what turned out to be its “pre-dollarization” csigisee Beckerman and Solimano 2001). These were
broadly similar to those that affected the othetidam economies. The first shock was a sharp redlirat
crude-oil export prices. The second was the 1997-8&6 weather phenomenon, which brought massive
damage to Ecuador’s coastal regions in the foromogually lengthy and heavy rain. The combination o
shocks sharply increased both Ecuador’s current-accefirit dnd its fiscal deficit. The widened current-
account deficit meant that, unless external craditd be obtained to cover it, the real-effectivehange
rate would have to depreciate to prevent resesge M/ith financial markets in turmoil on accountrises
in east Asia, Russia and Brazil, however, Ecuaadtitile hope of securing significant credit flows

Accordingly, in March 1998 the Central Bank carried an exchange-rate devaluation outside the
pre-announced band. This devaluation had an urtanwess effect on the fiscal accounts. Normally,
because Ecuador is an oil exporter and the govetndwives significant revenue from oil exports,
exchange-rate depreciation is favorable for the fisahbe. This time, however, oil-export prices were so
low that the dollar outflows for debt service actuakceeded the inflows through oil proceeds. Exchange-
rate devaluation therefore brought about a cashdtanch for the fiscal accounts. Bad as the datiahis
fiscal effects were, its effects on the bankingesysproved the most damaging. The shocks themselves
affected many borrowers’ capacity to pay, and goifgiantly damaged bank portfolios. Since the
devaluation encouraged depositors all the moreoteerout of sucres and into dollars, the pressutmoks
became increasingly intense throughout 1998.

A new elected government under President Jamil Malea#cbffice in August 1998, and the fiscal
and banking crises soon forced themselves tagiteht priority. In September 1998, continuing restrss
forced the Central Bank to devalue once againdmuthie pre-announced band, intensifying the pressur
the fiscal accounts and the banking system. In idbee 1998 the government obtained legislative appro
of legislation to establish a system of depositirimisce, intended both to encourage depositorsonot t
withdraw and to set up an institution capable kihtaover and dealing with failing banks; anddplace
the poorly performing income tax with a one-pertd¢ar on financial transactions, including chedkse
new deposit-insurance entity began taking ovenggilanks in mid-December.

The crisis worsened in 1999. In February 1999, withriatemal-reserve holdings down virtually to
zero, the monetary authorities finally abandonedptie-announced exchange-rate system, and allbered t
currency simply to float. To make matters worse ahthorities delayed this move until the Congresid
approve the 1999 budget. The float rendered thgdbuassumption untenable: had it been carried out
before the budget was approved, it would have madsage of the budget simply impossible. Under the
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circumstances, the float produced a 30-per-certitagge-rate depreciation. This was accompanied by a
corresponding price-level increase. By mid-Marelditional banks were clearly in crisis, and
hyperinflation was a looming possibility. In midakth, to cope with the crisis, the government first
declared a bank holiday, and then announced aitdépeze: demand and ordinary saving depositdcoul
not be withdrawn for a one-year period, while thegurity dates of all term deposits were postpomed o
year. By this means the government headed off diateehyperinflation: the exchange rate receded by
almost as much as it had depreciated from thedfldte float. At the same time, however, it thibst
productive economy into disarray. From the stathefyear, it was clear that the economy would rgade
some recession, but the banking freeze made thesien far deeper than it would otherwise have:been
real GDP tumbled roughly 7 per cent during 1998ucing per-capita real GDP to its lowest level sinc
1987.

As the year went on, it became clear that the gowent would have to allow deposits to be
unfrozen on a faster schedule, to restore the pagnsgstem. The authorities gradually released most
demand deposits and saving deposits over the aafutse year, leaving only the voluminous term citpo
to be unfrozen. Inevitably, however, unfreezingves the pressure on the exchange rate and e pri
level — and also the base-money stock, becausey; tihadcircumstances, release of deposits ledanyi
to withdrawals, which meant that the Central Basuk little choice but to provide liquidity creditaffected
banks. The monetary base grew at annualized fal€d @nd 522 per cent respectively over the i
fourth quarters. At the end of the year the pressarthe exchange rate simply proved too overwhglmi
In December it went into virtual free fall, depeditig massively on a daily basis. Hyperinflatiawn
appeared to be inevitable.

On January 9, 2000 the government announced thatiit! fix the exchange rate at 25,000 sucres to
the dollar and submit legislation to the Congresmake the dollar the nation’s official currenciytras
exchange rate. This action directly halted the &xgb-rate slide, and prevented what would othelveige
been hyperinflation. Although this view was widalgared at the time, there was substantial political
opposition to dollarization. Two weeks after théadization announcement, this opposition figuredvily
in a coup attempt by units of the armed forces @gdnizations representing indigenous people, which
forced President Mahuad to resign. It was only vathesdifficulty, and a measure of foreign pressina,
the constitutional system was maintained, with pgressing to Vice President Gustavo Noboa. Failitic
parties opposed to dollarization refused to ppHtei in the legislative debate on the dollarizigislation,
which took place in February 2000. The legislati@s passed, however, and signed by the new Presiden
in March. Under this legislation, the Central Barded its stock of foreign exchange to purchase the
outstanding sucre stock, essentially completing thsk within the stipulated six-month period. In
September 2000 the U.S. dollar became Ecuadot’sfiaicount and medium of excharige.

While the legal transition to dollarization toolagé rapidly, the economic transition took rather
longer. At the moment dollarization was announced, falgwapid exchange-rate depreciation, Ecuador’s
domestic price level was far below its externaltpamlue: the January 2000 real-effective exchaatge
was about 90 per cent more depreciated than its 1990a¥88e. Consumer prices rose 91 per cent over
2000 and another 22.4 per cent over 2001. Whienths a “once-and-for-all” price-level adjustmexther
than an inflation, the distinction was academicrfmst Ecuadorians, many of whom found their (now
dollar-denominated) wealth devastated by the paitotpgoower loss. The adjustment to parity tookeplac
more slowly than many observers anticipated (oetBabut by the time it was complete the realetiffe
exchange rate turned from being deeply depredatedublingly appreciated. In retrospect, the siegs
of the adjustment appears to have resulted from the rbalitthe bulk of the consumer-price index is non-
tradable, so that bringing the price level to gar@me about less through direct parity and mecaitin the
slower operation of the “Hume” mechanism.

7 As many observers have noted, by dollarizing,aflon has effectively ceded seigniorage earninghéoUnited States Federal

Reserve System, in the sense that by holding WB8ency Ecuadorian residents provide it a standinerest-free loan. Some
observers suggest that the United States shoulgpensate Ecuador for this.
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The economic adjustment process over 2000 and@89Tomplex and difficult. One problem the
authorities had to face in the early stages wasitifieezing of bank deposits. Time deposits had bee
frozen in March 1999 until their maturity datesg dhis meant that a large volume of deposits wbeld
unfrozen and become available for withdrawal indlaApril and May 2000. To cope with this problem,
the authorities announced that deposit balanceg a8$4,000 would be rolled into bank certificatés
deposit. The fact of dollarization, some helpful@mcements of support by multilateral lending aigsnc
and skillful marketing by the banks enabled therestablish sufficient deposit confidence, and eesalt
the bulk of the deposits remained within the system

Another difficult problem arose from the realityattenergy prices, including motor and household
fuel and electricity rates, had to be adjusted oppwaveral times. These were politically imporaites,
but all the same adjustment was unavoidable. Bawhthey were adjusted, usually within a wave of
protest, they pressured other prices upward, amdlagged behind.

The economy progressed haltingly under dollarimatdthough the price level adjusted slowly, by
2002 it brought about sufficient appreciation of théeffactive exchange rate to bring it above itsage
over the 1990s. With this change, the non-oil tradiglus began to decline. At the same time, after
recovering somewhat over 2000 and 2001, real edoramtivity began to stagnate over 2002 and 2003.

To many observers, and especially to many Ecuadprihis experience seemed to imply that,
whatever dollarization's benefits for price stapjliit was inimical for the economy’s international
competitiveness. Many Ecuadorians feared that sootater the economy would evolve as Argentirdy ha
into a crisis of competitiveness that could onlyrésolved through “de-dollarization.” An increagin
vocal current of public opinion began to argue Eaiador needed to reintroduce a national currency
means of a careful plan, before an Argentine-stygis forced it to do so.

At a minimum, however, it is doubtful that Ecuadmuld successfully reintroduce a national
currency, particularly if it were introduced with axplicitly stated view that the point would behelp
restore and preserve the economy’s competitiveness. inbpgrimmediate means of introduction would
presumably be in payment of domestic governmerdradifure. As this took place, it is highly probatlat
many, perhaps most, recipients would quickly shift dollars. While the resulting exchange-rate
depreciation would presumably be consistent wighalbjective of making the economy more competitive,
the authorities would be likely to find it at leagtallenging to maintain price-level and excharzge-r
stability. Worse, the economy and the financiakesysmight then return to the “bimonetarism” that
characterized them before the advent of dollagati As long as Ecuador's economy remains highly
vulnerable to exogenous shocks, a bimonetary systéaaly to remain a source of instability.

To summarize, Ecuador now finds itself locked iatdgid “hard-fixed” exchange rate. This has
come about because the country relied so long ohaege-rate depreciation to help it cope with its
overwhelming external debt. The lesson of that iipee is that, while exchange-rate flexibilityaigood
thing if used moderately and with discretion, it be lost if used excessively to cope with an olielming
structural problem. It is appropriate to use ailflexexchange rate to help cope with a businede,oyc
with evolving balance-of-payments fluctuations, it for a continuing effort to postpone reckoniitp a
condition of national insolvency. Ecuador wouldhably be better off with a measure of exchange-rate
flexibility. The evident reality, however, is that, least for the time being, it lost the capaithave such
flexibility.
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VIII. Exchange-rate policy in Peru,
1994-2003

Like Bolivia and Ecuador, the history of Peru’s exchange-rate
policy over the past ten years has been conditioned by a history of
inadequate growth, excessive external debt and a traumatic lapse int
hyperinflation. While Bolivia emerged from its hyperinflation wih
crawling-peg exchange rate, and Ecuador emerged from its brush wit
hyperinflation into full dollarization, Peru chose a floating exchange-
rate regime.

Peru's external debt began growing at more or less the same
time as Ecuador’s, in the early 1970s, and for broadly similar reasons
During the 1970s Peru had begun substantial oil exports from its own
Amazon region. At the same time, it maintained a large andiggow
flow of exports from mining, mainly copper. These exports helped
provide a basis for the country’'s borrowing. From the start, the
government figured much more heavily than the private sector in the
debt. This was basically because a nationalist military gowverhm
took power in October 1968, and, beginning with the nationalization
of the bulk of the oil sector, brought an increasing share of the
productive economy under direct public-sector control. Through the
first half of the 1970s it borrowed relatively heavily to finarere
expanded public sector.

53



Andean exchange-rate regimes, 1994-2003: a briégfable but flexible” regimes

Peru slid into acute debt crisis in 1976, earlier than most othar Aaterican economies.
The 1974-75 world recession affected virtually all of Peru's expgasticularly its mining
products. Fish exports were affected not only by plunging prices butbglsam particularly
devastating EIl Nifio episode, one consequence of which was a sharporeduéish stocks. Over
the second half of the 1970s Peru simultaneously carried out a difftabitization program, a
tortuous process of negotiation with external creditors, and —becausdithgy government had
lost its credibility as an agent of structural change andadlisical base- a complicated transition
back to constitutional government, under a newly drafted constitution.

The public-sector debt problem turned out to be long-lasting, and it turned wd?seuawas
caught up in the more widespread debt crisis of the early 1980s. Altliaugte an effort to carry
out liberalizing reforms, the government elected in 1980 for ayiag-term could not cope with
the deepening economic crisis, particularly after 1983 when anotheres&l Nifio episode
devastated the economy. To make matters worse, during the early 498@wist guerrilla
movement took hold in parts of the country, and over the 1980s and early h890enflict
intensified. A second, more conventionally Marxist guerrilla movenbegan terrorist activities
soon after. Apart from the cost in casualties, the disincentivevéstment and the cost of security
for both the public and private sectors was a further drag on efiforévive economic growthn
1985, Peru’s electorate turned to a government that favored a brodeldor the state. This
government attempted to revive economic growth and increase tyaptiization by means of
demand expansion, and reversed the previous government’s liberalifong. et also took a
confrontational approach to Peru’s dealings with external creditags, ®ispending payments to
the International Monetary Fund and the World Bank. Although at fisstdceeded in increasing
growth, by the end of the 1980s the economy collapsed into depression and tatfmaririReal
GDP fell 11.7 and 3.7 per cent in 1988 and 1989 respectively, and grew jpst 2ént in 1990.
Meanwhile, in these same three years, consumer prices rose 1,722, 2,77558mkr cent. Peru
found itself virtually cut off from official and private international finance.

A small but relevant point is that in 1986, soon after coming to poweaheofAmerican
Popular Reductionary Alliance (APRA) government ordered the coowveosiall financial-system
dollar accounts into Peruvian currency. As part of its policyr@rfcial liberalization, the previous
government had legalized dollar accounts. As in Bolivia (seeioBeét above) this forced
conversion appears to have induced people to reduce their money holdingdhgeaerd this
reduction in money demand contributed to the inflationary pressure.

In 1990 Alberto Fujimori, a political outsider heading an entirely newtigal movement,
was elected President. His government undertook a vigorous eftming about stabilization. The
macroeconomic events of the late 1980s had been traumatic for mogiaRe The inflation --
monthly inflation averaged 43 per cent between July 1988 and August 1990 espasially
shocking. This explains why the Fujimori government’s efforts tmrgeprice stability during the
1990s were broadly popular. Apart from its efforts to defeat politicdénce, the government's
disciplined approach to economic policy-making largely explains thaespread support it
enjoyed.

Upon taking office, the new government’'s immediate priority wasepair relations with
international financial institutions, particularly the IMF and therl/ Bank. Peru was at that point
one of the few nations in the world to have fallen into default viéhIMF. The new authorities
carried out a series of negotiations with the IMF, other mudtiditlending agencies, bilateral
agencies under the aegis of the Paris Club, and private creBiemrsgotiation of Peru’s high debt
to Russia proved especially problematic. Eventually — in 1994 — pavediitors agreed to a Brady
deal, which brought about substantial debt reduction. Renewed access td intemational
financial flows enabled Peru to run relatively high current-accdefitits until 1998 (see Figure
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16), which were crucially important to enable it to recover froerhacroeconomic catastrophe of
the late 19808.

Figure 16
PERU: CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS, 1 985-2002
(per cent of GDP)
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Source : International Monetary Fund.

Peru’s macroeconomic history since August 1990 may conveniently ivedsias having

four phase$. The first began in August 1990, when the Fujimori government took office and began

setting out a round of reforms to reverse the economic crisissédwnd began around 1993, after
the liberalizing reforms were set and a period of moderate growhmenced The third began
in 1998, with a series of exogenous shocks, and lasted until mid-2000, when a new guvedasne
elected. This period coincided with a political upheaval, when assefipolitical scandals fatally
weakened the Fujimori government. This period — a “Carnival aht#ks,” as Hnyilicza (2002)
describes it — set a rigorous test for the policy regiméengatce in the previous two periods. The
fourth phase began with the accession of the present government wexidemtrAlejandro Toledo
in mid-2000.

Since 1990, however, Peru has maintained a floating exchange rate. ujitveriF
government decided on this policy in August 1990, when it took office, pantlpolitical and
partly as technical reasons. The previous government had made afpwoyihg to maintain a
fixed exchange rate, but had repeatedly failed, and the new governmpelit\s=makers were

For an account of Peru’s restoration of relatiaiith external creditors, see Roberto Abusada'tdra“La reincorporacion del
Peru a la comunidad financiera internatcional Abusada, Fritz, Macon and Valderrama 2000 (pp. 1&2).

For an account of Peru’s stabilization effortemthe 1990s, see the chapter by Rodriguez, Valderand Velarde, “El programa
de estabilizacion,” in Abusada, Fritz, Macén anddéarama 2000 (pp. 91-120).

One important change that the new authoritieseraeinning in the early 1990s was a thoroughgéberalization of Peru’'s
regime. As of 1990, Peru had one of Latin Amesaabost restrictive trade regimes. The average mantariff rate was 46.5 per
cent, with some 39 different categories, and naifi-testrictions covered 93 per cent of all tatiffe items. Since then, the average
nominal tariff rate has diminished to just overgd cent and the non-tariff restrictions have ba&emplified and now affect only
about 10 per cent of tariff line items. (See Rabehbusada’s La reincorporacion del Peru a la comunidad finameie
internacional in Abusada et al, 2000, pp. 121-162.) This nef@rocess has increased the incentive generadlgydage in tradable
activities and exposed the economy to external ebitiye pressure. It is difficult to say what nedece this change has had for
exchange-rate issues, however. Among other pdiide liberalization has presumably increasednitices both to export and to
import. In general, at least in a medium-term pecsive, the exchange rate is best viewed as aoeea@momic variable that helps
determine external saving, whereas trade libettéizas best viewed as affecting overall opennegs(hence) economic efficiency.

10
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persuaded that a fixed exchange rate could never be credible. They indrache® currency — the
“nuevo sol,” reducing zeroes for convenience and in this way makimgnastart. Since then,
although Peru’s inflation rate has fallen to world levels and puolididence in macroeconomic
policy has improved accordingly, the authorities have taken the thewvtheir approach to
exchange-rate management is the best possible. In general, excadew special periods most
notably at the end of 1998 and the beginning of 1999 -- the monetary auttawitpanaged the
float and held the exchange rate virtually fixed. This has enatded, in their view, to have the
best of both worlds: the benefits of a stable exchange rate, comhthetthevflexibility to allow it
to change whenever that becomes imperative.

To buttress exchange-rate credibility and stability, the Cemealk has maintained a
relatively high foreign-exchange stock, on the order of a yeanooe of imports of goods and non-
factor services (see Figure 2). While the amount of thewvwesstock Peru requires (in terms of
months of imports of goods and non-factor services) is a matexpefience and judgment, it is
difficult to doubt that it is relatively high for Peru. This mbst considered the basic cost of the
policy approach: the reserve stock since the early 1990s has bdenauddr of magnitude as one
year's capital formation. The earnings flow Peru has forgone hjingokuch high reserves,
particularly more recently when world interest rates have been rejdtivel has been substantial.

Figure 17
PERU: YEAR-END FOREIGN-EXCHANGE RESERVES, 1980-2003
(months of imports of goods and non-factor services; per cent of GDP)
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Source : International Monetary Fund.

In addition to the high reserve stock, the other factor that haseen#i® authorities to
maintain exchange-rate stability has been tight management of thal bami’s net domestic asset
position. This was partly accomplished through the Central Bank'sypafii“inflation targeting.”
Once the authorities brought the inflation rate down to an acceptaelein the mid-1990s, the
Central Bank (BCRP) began informally to indicate its annuaditiaih objective. n 2001 it began
to set its inflation objective formally, as an institutional catmmnt. Peru’s policy of inflation
targeting became possible through a series of substantial refbthesBCRP. These reforms were
carried out after April 1992, when the President closed the Congssssned dictatorial powers,
and called a constitutional convention to write a new constitution, wah completed and
approved by voters in 1993. Although the President acted mainly to take executive powers

56



CEPAL - SERIE Macroeconomia del desarrollo N° 34

he felt he needed to deal effectively with the guerrilla mmms, he also used his enhanced
powers to deal more forcefully in several other areas, including monetary reform

In 1992 the government approved a new Central Baggmic law, which established the Board
of Directors’ basic independence and committedrtbtitution more firmly to the specific objectivé o
price stability. The BCRP’s independence was inm@fed in the 1993 Constitution. The BCRP reforms
went well beyond establishing its independence, how@hely included steps to strengthen the BCRP’s
operating capacity. In Hnyilicza's summary, thesger*as much in the advancement and broadening of
the range of instruments available for interventiorthe monetary and exchange markets as in the
perfection of the procedures and mechanisms of tagnprogramming” (Hnyilicza 2003, p. 305). One
of the more important of these measures was thadinttion of BCRP Certificates of Deposit, which
BCRP used as its basic open-market instrument. Beet990s, the authorities developed a secondary
market for these instruments, even creating a chpse market for them. In addition, a seriesasst
were taken to coordinate BCRP operations more Iglosith the Treasury and the government’s
commercial bank (the Banco de la Nacién). Meanwttie BCRP’s own operating procedures evolved
toward enhanced transparency and forcefulnessrimstef the basic stability objective. The BCRP
began to emphasize its “primary-emission” monetaygregate as its principal intermediate objective,
focusing closely on management of this variablésabasic means of managing overall liquidity and
hence inflation. The basic management approadheaslved over the 1990s, has been to keep a close
watch on the stock of bank demand deposits at tBBAB and to issue and purchase intervention
instruments as necessary to guide the primary-emissggregate to the level the BCRP judges
appropriate, given its estimate of overall moneypaled.

Largely through the BCRP’s improved operations, Peru’'s economic pol&egrs
successfully, if gradually, reduced the inflation rate: annualizedthty inflation rates averaged
163.3, 58.3, 40.7, 15.7, and 11.9 per cent in 1991 through 1995 respectively (see Figuréh#8). At
same time, they succeeded in stabilizing the exchange ratelieffiective terms: after a gradual
depreciation over 1991, the exchange rate held at a stable levielllpdst in comparison with the
broad swings that took place over the late 1980s (see Figure 19).

Figure 18
PERU: MONTHLY INFLATION RATES, DECEMBER 1989- DECEM BER 2003
(annualized percentage rates)
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Figure 19
PERU: NOMINAL AND REAL-EFFECTIVE EXCHANGE RATES, 19 80-2003*
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Note: *The nominal effective exchange-rate series is rebased so its December 2003 value
equals that month’s average U.S.-dollar exchange rate. The base of the real-effective
exchange rate series is 1990 = 100.

Meanwhile, the real economy began to pull itself into recovery fthen catastrophic
collapse of the late 1980s. The recovery of access to interndiimarate enabled Peru to increase
imports, and with the exchange rate now stabilized in real-eféetdrms net imports of goods and
services rose gradually, reaching 5 per cent of GDP in ths 46885-1999 (see Figure 20). With
this increased external-saving flow, Peru’s capital-formatidio nase above 20 per cent after
1994. Annual real GDP growth remained relatively low in the theees following the change of
government, but then surged to higher levels in the mid-1990s.

Beginning in late 1997, however, the same set of external shockdetradtated the other
economies in the region also struck Peru. The prices of oil and logdencarbons declined
sharply toward the end of 1997; torrential rains associated withfiel ¢dhused heavy damage in
various parts of the country (the El Nifio disaster is estimitdtave reduced 1998 real GDP
growth by as much as three percentage points); and the seviesldffinancial crises over 1998
led to the withdrawal of finance capital from Peru, in particukstraction of trade lines provided
to commercial banks. Over the second half of 1998, the authoritebtaateduce the pressure on
the financial sector, injecting liquidity by reducing required nesenatios and systematically
purchasing outstanding open-market instruments. As the crisisogedel the BCRP also
undertook several interventions in the foreign-exchange marketcuybarty at moments when
rumors and misunderstandings of government intentions seemed to ovheakarket. Even so,
several banks succumbed to the pressures of recession and excharggpraciation, and
underwent “intervention” and change of management.

Over the course of 1998, Peruvian policy-makers decided that inevéenger feasible or
advisable to stand in the way of depreciation, notwithstanding theieoticat a depreciation-
inflation spiral could develop (as in Ecuador). The exchange-ratecittjoe for the year was
13.4 per cent (from an average of NS./2.72 per U.S. dollar in Decetd8&rto NS./3.14 per
U.S. dollar in December 1998), compared with domestic and world inflati6rand 2.5 per cent,
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respectively. In early 1999, as Brazilian authorities succumbedtdasie pressure to allow that
economy’s exchange rate to depreciate, the Peruvian authoritieadeshthat they would have to
permit further depreciation: in the event, the exchange rate drifted tesgawsS./3.49 per dollar
by December 1999 (about 10 per cent).

With the crisis, real GDP declined in 1998 by 0.5 per cent, and thenagilg about 1 per
cent in 1999 (compared with rates of 8.5, 2.6, and 6.8 per cent in 1995, 1996 and 1997
respectively). But this was relatively strong performancedipparison with the experiences of
other economies affected by the same exogenous shocks. Moreoveigninféahained firmly
under control. Over 1999 consumer prices rose just 3.7 per cent, Peatutsfladon performance
since 1960, as the BCRP maintained disciplined monetary policy. The combiofthe relatively
high exchange-rate depreciation and the relatively low inflatimmeeant that Peru succeeded in
bringing about substantial real-effective exchange-rate depogcidhe 1999-2000 average real-
effective exchange rate was 7.2 per cent more depreciatednthavedrage 1993-1997 exchange
rate. The combined consequence of the slower real growth and tleffeetile exchange-rate
depreciation was that the current-account deficit averaged 2c@piein 1999 and 2000, compared
with 6.8 per cent of GDP over the years 1993-1997.

During 1999 Peru entered a period of extended political crisis, aka gescandals erupted
involving the President and the national security services. Tésident secured reelection in
May 2000, but the elections were widely believed to have been fraudulent, asgneatepolitical
demonstrations ensued after his July 2000 inauguration. The Presidgnedesind, following a
brief interlude of caretaker government, another political outslejandro Toledo, a leader of
the anti-Fujimori movement, was elected President and took dffiéeigust 2001. His political
support within the legislature was relatively narrow, however,hentbund it difficult to advance
the public-sector reform process Peru deeply needs. Moreover, gdoTgdvernment itself has
undergone a series of political crises involving scandals ofréiffekinds, and the government’s
political support has weakened considerably.

Nevertheless, the reforms set in place in the early 1990s appeave made it possible to
maintain the stability of the monetary and banking system, andfiatian rate and the exchange
rate clearly reflect this. Since December 1999, the exchamgealthough still “floating,” has
remained almost unchanged at around NS./3.40-3.50 per U.S. dollar, apartiremiicrease to
the 3.55-3.60 range between July and November 2002, when political preasemedied. Since
Peru’s own inflation has held at levels below international rateensumer prices fell 0.1 per cent
in 2001 and rose just 1.5 and 2.5 per cent in 2002 and 2003 -- the real-effgctiamge rate also
remained comparatively stable: between January 2001 and Decembet28@®dard deviation
was just 2.8 per cent of its mean. Indeed, the real-effectoleange rate has tended to appreciate
over the period, in part because the BCRP’s international-rebetgings have remained on the
order of one year’s worth of imports of goods and non-factor services.

The exchange-rate and price-level stability is crucially ingdr and even to this day is
much appreciated by people who lived through the macroeconomic chaodané th@80s. All the
same, Peru’s overall macroeconomic performance remains disappoir@®wer the years 2000-
2003 capital formation averaged 18.5 per cent of GDP, compared with 2Z8mieover 1994-
1999. Real growth has been sufficient only to bring per-capita @&l @ just above the 1997
level, and there is a generalized sense that low capital iormaill continue to hold real GDP
growth to disappointing levels. There are several plausible exjlasdor Peru’s disappointing
capital-formation performance. One is that the government’s ovestiment expenditure has been
constrained by the government’s having made a rigorous efforctotsta public-deficit target of
1.5 per cent of GDP while current expenditure has been driven by aiidic payroll and tax
revenue has been limited by sluggish growth. In 2003 overall pulctiorseapital formation is
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estimated at only about 2 per cent of GDP. Meanwhile, privaterseapital formation has been
limited, first, by the conclusion of investment flows associatetl gignificant privatizations, and,
second, by political uncertainty. Peruvian and foreign business leaders are fearful that the
government following the present administration could reverse tloem® of the 1990s and
mismanage the economy. The real-effective exchange-rate depreciation of 4889 dnaincentive

for reduced net imports of goods and non-factor services (see Bigjurdt is unclear whether this
should be regarded as a policy effectivabcommodatingeduced capital formation or a policy
bringing aboutreduced external saving andfeccing reduced capital formation.

Figure 20

PERU: REAL GDP GROWTH, CAPITAL FORMATION AND NET IM PORTS OF
GOODS AND NON-FACTOR SERVICES, 1986-2002*
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Note: * The correlation coefficient of “net imports” with “capital formation is 0.748 (16
observations, t = 6.368).

To summarize, however, achievement of exchange-rate and pritedwmslity was
profoundly important for Peru. On balance, it seems reasonable toeb#iavPeru’s choice of
exchange-rate regime has been fortunate, and has been helpful for securing $taéiticular, it
seems reasonable to believe that in 1998 the floating exchangegie enabled Peru to adjust
rapidly, and so to avoid a sharp and disastrous adjustment like Ecuaidibressame time. On the
whole, the fact that Peru has been unable to return to high growatshateld not be blamed either
on the exchange-rate regime or on the authorities’ prioritization of stability.

1 Investment has continued to flow to mining pregedut manufacturing remains severely depress&sian economies appear to

compete all too effectively with Peru and otherihafAmerican economies, not only for investment tapbut also for
manufacturing markets, in which they maintain pduleand deepening cost advantages.
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IX. Exchange-rate policy in
Venezuela, 1994-2003

Although it has only about one fifth of the five Andean
economies’ total population, Venezuela accounts for about 37 per cent
of the region’s aggregate GDP, largely through its voluminous oil
production. Venezuela has undergone continuing political turbulence
since the early 1990s. In some measure, the turbulence derives from a
confrontation of political movements that speak for relatively poore
and relatively wealthier parts of Venezuelan society, which éhas
highly unequal income distribution. The current political issues have
their origins in decisions taken by governments during the 1980s,
when overwhelming external debt forced Venezuelan governments to
tighten macroeconomic policies and to reduce social expenditure.

In 1988 the veteran political leader and former president Carlos
Andrés Pérez was elected President for the third time. Under his
leadership the country began enacting long-overdue liberalizing
reforms — reforms that in some measure reversed policies ofsnis
previous governments. These measures generated vigorous opposition.
In addition, several political scandals singed the government's
reputation. During 1992 the government suppressed two coup
attempts, with considerable violence. The following year, however,
President Pérez was impeached on embezzlement charges and
suspended. In 1994 Venezuela elected another veteran political leader
and former President, Rafael Caldera. That year, as the economy
underwent a bout of severe crisis, including massive exchange-rate
depreciation, Caldera imposed price and currency controls and
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suspended basic constitutional guarantees to control opposition to govempoliept These
actions provoked renewed widespread protests. In 1995 President Cekterad constitutional
guarantees, but maintained the austerity programs. Protests contittug€96 as the government
undertook an IMF program. By 1997 the austerity programs appeared akibg, s inflation
diminished and the exchange rate stabilized. In 1998, however, Venezuelddelfrchught up in
the same international crisis that so affected the Andean ecanamieerally: in particular,
plunging oil-export prices caused oil revenues to fall sharply alel fioancial markets essentially
closed to Venezuela.

The December 1998 elections brought Hugo Chavez, the air-force officehad led the
1992 coup attempts, to the presidency at the head of a new politicamamvadvocating
redistribution of wealth and abolition of the Congress. Upon enteringepfficdvez enjoyed broad
popularity. He called a constitutional convention, which produced a newtatiostiproviding for
a unicameral Assembly and a six-year renewable presideetial fThis new constitution was
approved in an April 1999 referendum with 88 per cent vote. Elections inc20®i®med Chavez
for a new term and provided him a large majority in the newrbke The Assembly authorized
the President to rule by decree on various topics ordinarily requeaiglation. At this point,
however, with economic performance still sluggish despite rdvoik prices and fear that the
government was becoming dictatorial, business groups, organized labeleammhts of the armed
forces coalesced into an opposition movement. In April 2002 a serious oppasitip attempt
failed after seeming for a day or two to have succeeded. Siane however, opposition groups
organized strikes and mass demonstrations to force Chavez tiostep(In 2004, they succeeding
in gathering sufficient signatures to force a recall vote, but the Presideaged to win this vote.)

Oil earnings have long accounted for an unusually high proportion of Veaezgedss
domestic product. In 2001, they accounted for 18 per cent of GDP, makong ibf Latin
America’s most oil-dependent economies. Oil dependence is the cegdliy in Venezuela’'s
macroeconomic performance generally and for its exchange-ratg polparticular. Until 2000,
Venezuela maintained a fixed exchange rate, but adjusted it frequehéyacteristically in
response to fluctuations in oil prices. As Gattelet and Rivas 2002, siteta for the years
1985-2002 indicate a strong correlation between (i) the ratio of Veaézod GDP to total GDP
and (ii) the real-effective value of its currency.

Like the other Andean economies, Venezuela’'s macroeconomic perforiman&®en poor
in recent years. Real GDP growth has averaged just 1.7 per cetii®years 1990-2002. Perhaps
more striking than this low rate has been its variability:rdhese thirteen years, the standard
deviation of the growth rate has been 5.3 percentage points, witkxianuma of 9.7 per cent in
1991 and a minimum of -8.9 per cent for 2002, when oil exports largely ceasedwaral s®nths
on account of a strike by oil workers. Over the same years, cenguites have risen an average
of 40 per cent per annum, and while Venezuela has never slipped intonfigpen, it has
undergone periods of high inflation: consumer prices more than doubled overri@ig6wiake of
the massive December 1995 devaluation. Venezuela’'s heavy dependeotatienoil earnings is
a large part of the explanation of the variability of its @BIP growth, but continual policy shifts
and chronic political turmoil have also figured heavily.

One striking characteristic of Venezuela's exchamge and exchange-rate regime has been its
extraordinarily large fiscal role. Venezuela'smibduction is so large that the bulk is exported, these
exports have accounted for roughly 90 per cent of totalresquw decades. The entity that produces and
exports the oil, Petroleos de Venezuela S.A. (PDY®Aa public enterprise. This essentially implies
that the exchange rate has no significant rolefting the economy’s export incentives. In contriast
role in determining imports is relatively large: ilghvenezuela depends on imports for a wide rarfige o
consumption and intermediate goods, and demanthéme is relatively price inelastic, demand for
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imports at the margin is quite elastic to priceeinoves. At the same time, because oil plays so
preponderant a role in the public sector, the enghaate plays a significant role in determining th
bolivar values of the largest government accodrtisse include, most obviously, the flows of revenue
from PDVSA to the central government, in the forfrtaxes, royalties and dividends; revenue flows
deriving from tariffs on Venezuela’'s voluminous ionis; and expenditure on Venezuela's heavy public
external-debt service.

Revenue from PDVSA is so large a share of the a@egtvernment’s overall revenue that it has
tended to be regarded as the fundamental determifisthe central government's deficit. Current
government expenditure has tended to remain relatoonstant as a share of GDP over time, while
government capital expenditure has served — agny economies — as a fiscal-adjustment instrument.
By comparison, PDVSA'’s contributions to governmesntenue have varied considerably. Under the
rules governing central-government revenue derifiogn PDVSA, the dollar value has varied with
dollar earnings. These have varied, in turn, wighogt volumes and prices. Because the exchange rate
has tended to vary inversely with dollar earnir@attelet and Rivas 2002 argue, it has tended to be
destabilizing, intensifying the degree to whichh@igand lower dollar oil earnings respectively éase
and reduce government revenue.

The exchange rate figures heavily in several otispects of Venezuela's economy. It affects
aspects of the balance of payments indirectly tifv@ivariety of mechanisms. First, because impoets
so important, the exchange rate figures espedivily in the price level. Second, price-level and
exchange-rate expectations have powerful effects on pitalGccounts of the balance of payments. At
the same time, price-level and exchange-rate eaimts are especially important for the demand for
money. The role of the exchange rate in the ecol®figcal mechanisms is unusually powerful,
however. The principal means by which the centmleghment has covered its deficit has been to
borrow reserves from the Central Bank of Venez(&&V). Exchange-rate devaluation has proven
necessary whenever the BCV's reserve positionrdeciexcessively, reducing the reserve coverage of
the money supply, or when the demand for moneyraexcIThese have figured heavily among the basic
sources of the pressure to devalue in recent years.

While Venezuela's exchange-rate regime has evavedthe 1990s from a traditional fixed rate
to a pre-announced band and then, in 2000, to pdiaty-makers said would be a managed float, it
retains the essential characteristics of a fixéglragime. Over the first half of the 1990s, witiie
exchange rate was formally “fixed,” it was so freqtly adjusted that from many perspectives it was
more like a managed float. Over 1995 the autlesrdittempted to hold the rate fixed, but finallg ba
give in and devalue sharply in December 1995, dfigh inflation had eroded its competitiveness
severely. After this policy reversal, the BCV begasrannouncing a band for the exchange rate, hoping
in this way to work down the high inflation ratehi§ policy approach characteristically runs a gk
lagging competitiveness, because the inflation tatels to remain above the rate of exchange-rate
growth, and Venezuela tended to follow this patternthByend of 2000, the real-effective exchange rate
had appreciated heavily, and this time the autbsrilecided to change their regime once again to a
managed float, essentially so they could adjust d¢ikehange rate to restore competitiveness.
Nevertheless, the authorities have managed theargelrate in large measure as if it were fixed, but
adjusted it frequently. As in Peru, the distincti@miween a managed float and a fixed exchangwvitiite
frequent adjustment is in some degree academic.

The volatility of both exchange rates and inflati@ve made Venezuela's real-effective exchange
rate highly volatile (see Figure 21). Apart frone thverall volatility, several aspects of the evoluof
the real-effective exchange rate are especiallgirgir In the years leading up to the December 1995
devaluation, the real-effective exchange rate umelera sharp appreciation, especially over the Ingont
in late 1994 and all of 1995 when the nominal vads fixed at Bs. 170 per dollar. The sharp deviaoat
restored competitiveness, but the subsequent thamsgh” to inflation and the authorities’ effotts
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use the exchange rate to limit inflation after 18®@ught the real-effective exchange rate to am eve
more appreciated level than what had prevaile®#%ljust before the devaluation .

Figure 21

VENEZUELA: NOMINAL AND REAL-EFFECTIVE EXCHANGE RATE S, 1980-
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Source : International Monetary Fund, United Nations Commission for Latin America and the
Caribbean.

Note: * The nominal effective exchange-rate series is rebased so its December 2003 value
equals that month’s average U.S.-dollar exchange rate. The base of the real-effective
exchange rate series is 1990 = 100.

Figure 22

VENEZUELA: REAL GDP GROWTH, CAPITAL FORMATION AND N ET
IMPORTS OF GOODS AND NON-FACTOR SERVICES, 1970-2001
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Note: Correlation coefficient of “net imports” with “capital formation: 0.619 (32 observations,
t = 5.500).
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Venezuela's exchange-rate policy remains a source of uncergaidtinstability. It is clear
enough, however, that Venezuela’'s exchange-rate regime and — mor&aimhpaits exchange-rate
setting are matters that must be determined along with and aotiext of the economy’s overall
structure, including its fiscal, monetary, oil-economy, and externahéiing systems. This point
can be made for just about any economy, and as stated here is prafaisinaSection 11, which
summarizes overall conclusions, returns to it briefly. It appligls particular force, however, to

Venezuela.
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X. Intra-Andean bilateral exchange-
rate and trade relationships

The discussion thus far has centered on the five economies’
overall, trade-weighted exchange rates and exchange-rate regimes. The
reality that the five economies each have their own curremrids
exchange-rate regimes has the sometimes overlooked consequence that
their bllateral exchange rates can vary, in both nominal and real-
effective terms, in ways that seem, on the fact of it, haptidram
the respective trading partners’ perspecti@se notable example is
that of Ecuador and Colombia since 2000. The combination of
Ecuador’s hard fixed rate, its inflation, and Colombia’s float meant
that Ecuador's real-effective exchange rates-a-vis Colombia
appreciated sharply, generating a surge in Ecuadorian imports from
Colombia.

In general, in managing exchange rates, policy-makers in all the
Andean economies focus principally on the U.S.-dollar exchange rate.
They also monitor other key exchange rates, such as those with
European economies and, in the case of Bolivia, the MercoSur
economies. Where the exchange-rate regime allows (i.e., in i®egime
other than Ecuador’s dollarization), they may adjust their exchange
rate against the dollar if necessary to accommodate changes in
relationships with other economies. In general, however, for most
Andean economies, even under their different regimes, exchange rates
for non-dollar currencies are subordinate policy objectives. Irtteffe
the bilateral relationships between each Andean economy and partners
other than the United States are determined from the two economies’
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respective exchange rates with the U.S. dollar. This is mosfédiscso for dollarized Ecuador, of
course, but also in fact for the managed-floating exchange ratesimplication is that bilateral

exchange rates are essentially exogenous, and the incentivesaferabitrade can vary in some
measure arbitrarily.

This paper’s Annex examines the recent evolution of intra-Andean excrategeand trade
flows. The straightforward, unsurprising conclusion is that reat#ffe exchange rates have
indeed evolved in ways that seem to make little sense fronothey perspective. As long as the
Andean economies maintain separate currencies and different sedhe@ bilateral exchange
rates are likely to remain unstable and uncertain, impeding devehdpoef commercial
relationships that might otherwise be natural given their geographical praximit
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XI. Conclusions

One of the basic premises of recent discussiorexafiange-rate
regimes has been that the choice of regime is d@emaf crucial
importance for most nations’ macroeconomic polldypfortunately, the
“counterfactual” problem of evaluating any macroecoigpolicy ex post
applies with particular force to any attempt to lgrea exchange-rate
experience. It is never really possible to knowdiare whether a nation
would have been better or worse off if its exchamage regime had been
different. Bearing this inherent limitation in mindowever, it appears
guite possible to draw some conclusions from tie Andean nations’
recent experience, and moreover to make usefula@iasops among them.

Perhaps the most interesting aspect of the five nations’
exchange-rate experience was their responses to the external @hocks
1998, which affected all five economies. To be sure, the different
aspects of the 1998 shocks — the sharp reduction in oil export prices,
the 1997-8 EIl Nifio episode, and the withdrawal of external finance in
the context of the international financial turmoil that took placé tha
year, all had different consequences for each economy. With this
caveat, a comparison of the five economies’ responses under their
different exchange-rate regimes is instructive. Ecuador, working
within and struggling to maintain its pre-announced crawling-peg
regime, delayed a necessary exchange-rate adjustment. Itidegutec
outside its band just twice during 1998, and then further delayed
depreciating to accommodate its legislature’s annual budget debate.
Its foreign-exchange reserves ran out in the course of theses dahal
in February 1999 it had little choice but to move to a full float and
sharp depreciation, which led eventually to hyperinflation and forced
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dollarization. Peru, in contrast, found it possible to confront the shockdldwing a measured

amount of monetary expansion and a moderate amount of exchange-rateatieprégiven Peru’s

low inflation rate, the real-effective depreciation was subistanfthe nominal exchange rate
leveled off in 1999 without leading to the dreaded depreciation-inflatfole, and the exchange
rate has remained stable, so far, for about four years.

There is a wide range of reasons why Peru succeiededrrying out this adjustment and
stabilizing its price level and exchange rate whi®iador could not. Whatever the relative impoganc
of the other differences between the two econoritissems fair to say that Peru’s exchange-ratenegi
was simply more appropriate for the circumstancesiiatloped in 1998. Ecuador’s policy-makers had
to dishonor a standing promise that the exchartgewauld remain within a pre-announced band; in
contrast, Peru’s policy-makers had made no simpilamise. Not having made such a promise, Peruvian
policy-makers suffered less damage to their criifglibiAccordingly, during the crucial months of ani
1999, whereas Ecuadorian policy-makers had eskesient their credibility, Peruvian policy-makers
still possessed sufficient credibility to bring abstabilization.

Among the five Andean economies, Ecuador's expegiewas probably the most varied,
encompassing periods with a pre-announced bandteaflpat, and finally dollarization, although te b
sure the float was forced by the collapse of tleegmmounced band and dollarization was forced &y th
runaway hyperinflation engendered by the float. hindsight, the pre-announced band afforded
inadequate flexibility to permit the exchange ratemove in response to the 1997-8 shocks. After a
lengthy adjustment period — at least two yearsllariation has brought the price level to a markess
stable level. At the same time, however, Ecuadatarnational competitiveness has been severely
diminished. This paper has argued that Ecuador see& to enhance its competitiveness in ways more
fundamental than exchange-rate adjustment, bashmtlause exchange-rate adjustment simply appears
incapable of bringing about permanent improvemenbimpetitiveness.

In contrast, Peru’s managed floating exchangeregiiene appears to have played an important
role in bringing about and helping to sustain phlis&l and exchange-rate stability. In contraghwi
Ecuador, Peru carried out a thoroughgoing reforits @entral bank and monetary-policy mechanisms in
the early 1990s, partly in response to the traufmidne macroeconomic collapse of the late 1980s.
Perhaps paradoxically, Peru’s floating exchangesefjime helped enhance its policy-makers’ basic
credibility, and this, along with the quality ofettmonetary reforms of the early 1980s, enabled them
manage the effects of the 1997-8 shocks more wfcthan Ecuador’s policy-makers. Peru’'s 1998-9
depreciation made its adjustment far smoother tBeumador’s. Peru still faces a formidable policy
challenge in coming years to restore solid growtimentum. Even though their exchange-rate regimes
are almost polar opposites, Ecuador and Peru came@xpected to go forward with price stabilitygia
their respective exchange-rate regimes will bepgaigts in ensuring that stability. In neither caaa
they expect their exchange rates to help themyimary to promote growth.

The three largest Andean economies now have marfiagés] at least as characterized by their
policy-makers. In the Andean context, this typeegime is best understood as “usually fixed bujesiib
to change as circumstances require. Colombia, BeduVenezuela have moved to this form of
exchange-rate management through a process oftihlerror, because it is the most feasible — or
perhaps least unfeasible — approach in view of taential realities of the Andean economies. Tlse fir
is that, in the Andean economies’ present statiewélopment, the exchange rate is - and is bélieve
generally to be -- the price-level anchor. Theoedaeality is that, because the Andean economées a
exposed to volatile international conditions amdsdme measure, to internal policy miscalculations,
their exchange rates must be adjusted from tirtimo

Of the two smaller economies, Bolivia maintains wha policy-makers characterize as a
crawling-peg exchange rate. In reality, Bolivia'sipphpproach has been relatively flexible, partidyl
in view of its particular need to cope with theatidé exchange-rate movements of its MercoSurrigadi
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partners. At present, the region’s one exceptieraehange-rate policy is Ecuador’s full dollarizatio
amounting to a hard fixed exchange rate. Ecuadoperience under dollarization has been difficult,
with the competitiveness of its non-oil econompylig almost continually. As explained in Secffon
above, Ecuador dollarized because it was forced to.dé svould probably not have done so if it could
have avoided it, and its authorities might wishidimtroduce a national currency if they believeglyth
could.

The Andean experience suggests that the clasificait exchange-rate regimes given by Ghosh,
Gulde and Wolf 2002 needs to be understood wittrgelmeasure of subtlety. In the end, the only
difference between a managed floating exchange astearried out by Peru since 1999 and a
conventional fixed exchange rate is that in theedatase the authorities make an explicit commitmen
As a practical matter, where circumstances happebetsuch as to make commitment to a fixed
exchange rate less than fully credible, the fixad-regime hardly differs from a managed floatruBBe
and Bolivia’s experience show persuasively thastifte-rate and crawling-peg regimes can be as
consistent as a fixed-rate regime with price-lestability, particularly if the authorities are lmsled to
possess the means in particular, the foreign-egehaaserves to defend the prevailing rate.

Indeed, in any economy where policy-makers poskesméans to manage the prevailing rate, the
key issue may be less the regime and more the @i levels for the nominal and real-effective
exchange rates. That is, given an economy’s iatiermal and domestic circumstances, its policy-
makers’ objectives, and the availability of extéraad internal financing, there is presumably some
appropriate exchange rate. In principle, policyiysts can estimate this exchange rate, using &alyt
tools such as consistency exercises general-equilibrium models, and use this talguheir policy
settings. One generalization that seems fair it dhg exchange-rate regime will work well if the
exchange rate it sets is appropriate, or if it can moveegffigienough to the appropriate rate, while any
exchange-rate regime will work poorly if the excfpamate it sets is inappropriate, or if it cannoven
efficiently to the appropriate rate.

The discussion of bilateral exchange rates andekdllatrade relationships among the Andean
economies raises concerns of a different kind. It is impless say by how much indeed whether trade
among the Andean economies would have been ldrgarit actually was if their bilateral exchange
rates had been rigorously fixed — i.e., if the foegintries had a common currency. Unfortunatelg, i
probably impossible to formulate a persuasive artmttual in which the five nations possessed a
common currency. Among other things, it would have depeoiétw that common currency evolved
vis-a-visother currencies. It is probable, to be surd, aheommon currency would have encouraged
trade among the region’s economies. It is moffecdif to guess, however, how much that trade would
have represented diversion from other parts ofwihdd, and whether that diversion would have
constituted improved efficiency. For each particutconomy, it would be difficult to formulate a
persuasive analysis to address the question ofhehetrticipation in a common Andean currency
would be optimal. Addressing the issue becomesn eware complicated if and as the five nations
progress at different paces toward free-trade eggets with the United States.

As a practical matter, for the foreseeable futiti, likely that Colombia, Peru and Bolivia will
maintain their managed floats. Ecuador is likelymaintain its dollarization, although this could
conceivably come under pressure as its circumstanesve. Given the role that Venezuela's exchange
rate plays within its public-budget system, it ificllt to see how it could float its currency Wwitut
reforming that system. It follows, then, that fbe foreseeable future the region’s exchange eates
likely to remain an obstacle to development ofdrachong the five economies.

12 Many governments and central banks have spreatiskercises that can be applied in this way. sthadard IMF programming

exercises can be applied as well. The World BalSRI-X is less helpful, because exchange rates pidy a limited role in its
calculation procedure. This writer has helped bgveor is helping to develop versions of a medi@m macroeconomic
consistency exercise for several economies (inclwdRwanda, the Dominican Republic, and Peru) tlzat lbe used for this
purpose, and has drafted a book describing it®ption procedure.

71






CEPAL - SERIE Macroeconomia del desarrollo N° 34

Bibliography

Abusada, Roberto, Fritz Du Bois, Eduardo Morédn, dodé Valderrama,
eds. (2000)La reforma incompleta(Lima, Peru: Universidad del Pacifico
and Instituto Peruano de Economia).

Acosta, Carlos Alberto (2000). “La trampa de laadligiacion.” (Contrapunto:
Boletin Mensual de la Red de la Sociedad Civil;tQutcuador) (May).

Arteta, Gustavo (1999)Opciones cambiarias para el Ecuador: El dilema de
la elecciéri (CORDES: Quito, May).

Banco Central del PerlReporte de Inflacién: Evolucidon y perspectivas
(monthly; various issues).

Beckerman, Paul and Andrés Solimano, eds. (2@d)ador: Crisis and
Dollarization. (Washington, DC: World Bank).

Berg, Andrew and Eduardo Borensztein (2000). “Chadf Exchange Rate
Regime and Monetary Target in Highly Dollarized Bomies.”
(International Monetary Fund: Washington, DC) WatkPaper No. 29.

Berg, Andrew, Eduardo Borensztein and Paulo MaR@08). “Monetary
Regime Options for Latin America,” irFinance and Development
(International Monetary Fund, Washington, DC), Sefier.

Calvo, Guillermo and Carmen Reinhart (2000). “FefuFloating” (National
Bureau of Economic Research: Cambridge, MA), WakiRaper
No.7993.

Calvo, Guillermo and Carlos Vegh (1999). “Inflati@tabiliation and BOP
Crises in Developing Countries,” in Taylor, Johrd aviichael Woodford,
eds., Handbook of MacroeconomicgNorth-Holland: Amsterdam,
Netherlands).

Cooper, Richard (1971). “Currency Devaluation invBleping Countries.”
Essays in International Finand®rinceton University Internacional
Finance Section: Princeton, NJ), No. 86.

73



Andean exchange-rate regimes, 1994-2003: a briégfable but flexible” regimes

Cupé, Ernesto (2002) Efecto passthroughde la depreciacién sobre inflacion y términos déelicambio
internos en Bolivid (Unidad de Analisis de Politicas Econ6micas giSles: La Paz, Bolivia) (February).

Dornbusch, Rudiger (1976). “Expectations and ExgbkanRate Dynamics,” Journal of Political
Economy(December), No. 84.

The EconomistLondon), various issues.

Edwards, Sebastian (1996). “The Determinants of Gheice between Fixed and Flexible Exchange-Rate
Regimes” (National Bureau of Economic Research: I@alge, MA), Working Paper No. 5756.

———————— (1989).Real Exchange Rates, Devaluation and Adjustrifddht Press: Cambridge, MA).

Fischer, Stanley (2001). “Exchange Rate RegimeshdsBipolar View Correct?” Distinguished Lecture o
Economics in Government, delivered at the Meetinfshe American Economic Association, New
Orleans, U.S.A., January 6.

Flood, Robert and Nancy Marion (1991). “ExchangeeRRegime Choice.” (International Monetary Fund:
Washington, DC) Working Paper No. 90.

Frankel, Jeffrey (1999). “No Single Currency RegimeRight for All Countries at All Times.Essays in
International FinancgPrinceton University Internacional Finance Sectierinceton, NJ), No. 215.

Gattlet, Ruben and Carlos Rivas (2002). "Efectodadiberalizacién cambiaria sobre la situaciércdis’
processed (Caracas, Venezuela), December 27.

Ghosh, Avitash, Anne-Marie Gulde, and Holger C. iN2002). Exchange Rate Regimes: Choices and
Consequence&ambridge, Massachusetts: MIT Press, 2002).

Helpman, Elhanan (1981). “An Exploration in the ®heof Exchange Rate Regimegdurnal of Political
Economy(June), No. 89.

Hnyilicza, Esteban. (2003Pe la Megainflacion a la Estabilidad Monetar{aima, Peru: Banco Central de
Reserva del Peru).

International Monetary Fund (1987). “Exchange Ra&kerangements and Economic Performance in
Developing CountriestWorld Economic OutlooKknternational Monetary Fund: Washington, DC)
(October).

Jaramillo, Fidel (1994)Ecuador: Estabilizacion, ingreso de capitales exries y conflictos de politica
macroeconomica.(Multiplica working paper: Quito, Ecuador (April).

McNelis, Paul D. and Liliana Rojas-Suarez (199&xc¢hange-Rate Depreciation, Dollarization and
Uncertainty: A Comparison of Bolivia and Peru” @ntfAmerican Development Bank: Washington, DC)
Working Paper, WP-325.

Morales, Juan Antonio (1988). “Inflation Stabilimat in Bolivia,” in Bruno, Michael, Guido di Tell&Rudiger
Dornbusch, and Stanley Fischer, etisflation Stabilization: The experience of Isra8lkgentina, Brazil,
Bolivia, and MexicdMIT Press: Cambridge, Massachussets).

Quirk, Peter J.(1996). “Exchange Rate Regimes rdiatibn Anchors,” in Finance and Development
(International Monetary Fund), March.

Rodriguez, Carlos A. (1980)Gasto publico, déficit y tipo real de cambio: uraéisis de sus interrelaciones
de largo plazd Centro de Estudios Macroeconomicos Avanzadose 32ocumentos de Trabajo N° 18,
Buenos Aires (October).

Rogoff, Kenneth S., Aasim M. Husain, Ashoka Modpbit Brooks, Nienke Oomes (2003), “Evolution and
Performance of Exchange Rate Regimes,” Interndtiddanetary Fund Working Paper WP/03/243,
December.

Rojas-Suarez, Liliana Rojas (2003). “Monetary Boliand Exchange Rates: Guiding Principles for a
Sustainable Regime,” in Williamson, John, et ak.e®eyond the Washington Consengufashington,
DC: Institute for International Economics).

Sachs, Jeffrey (1986). “The Bolivian Hyperinflatiand Stabilization (National Bureau of Economic é&sh
Working Paper 2073: Cambridge, Massachusetts) (iMbee).

Sachs, Jeffrey and Felipe Larrain (1999). “Why Bxadlation is More Straightjacket than SalvatioRdreign
Policy (Fall).

Williamson, John (2000)Exchange Rate Regimes for Emerging Marki@tstitute for

International Economics: Washington, DC).

74



CEPAL - SERIE Macroeconomia del desarrollo N° 34

Annex

75






CEPAL - SERIE Macroeconomia del desarrollo N° 34

Intra-andean bilateral exchange-rate and trade rela  tionships

This Annex describes recent evolution of the five economies’ oyéradle-weighted real-
effective exchange rates and trade relationships. It considervéh@conomies one by one,
reviewing the recent evolution of their respective directiotrarde figures and relating them to
their exchange-rate regimes. It also examines each economyjreiitivenessvis-a-vis selected
Asian economies.

In general, in managing exchange rates, policy-makers in alAndean economies focus
principally on the U.S.-dollar exchange rate. They also monitor otheekchange rates, such as
those with European economies and, in the case of Bolivia, the Mereo@uwmies. Where the
exchange-rate regime allows (i.e., in regimes other than Ecuatidlssization), they may adjust
their exchange rate against the dollar if necessary to accorranduEnges in relationships with
other economies. In general, however, for most Andean economies, eventhaidalifferent
regimes, exchange rates for currencies other than the dollaulaoedinate policy objectives. In
effect, the bilateral relationships between each Andean economy nerpather than the United
States are collateral consequences of the two economies’ respeathange rates with the U.S.
dollar. This is most forcefully so for dollarized Ecuador, of course, dlsn in fact for the
managed-floating exchange rates. The bilateral exchange ratéweeefore essentially exogenous,
and the incentives for bilateral trade vary pretty much arbjtraln general, the Andean
economies’ competitivenesgs-a-vis Asian economies has deteriorated since the early 1990s, a
point of some concern for policy-makers aiming to liberalize imports and to geces@orts.

It is important to bear in mind that direction-of-trade figurege astimates at best,
particularly for developing nations that share long and essentially open bdrders.

13 Direction-of-trade statistics are notoriously jgab to the inconsistency arising from the factt thiae nation’s reported exports to a

given trading partner are likely to differ signdiatly from the trading partner’s reported importBor present purposes, each
nation’s reported bilateral exports and imports taleen to be the appropriate estimates for thabmatNo attempt is made to
reconcile the reported figures.
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Bolivia

Bolivia's trade structure is unique among the Andean economies itetiree to which it
involves the MercoSur economies. Over the years 1990-2002 more than @&hpef Bolivia's
merchandise trade was with MercoSur economies (including ChilekeTfigures have been
rising, as Bolivia’s gas exports to Argentina and Brazil haoeeased with the construction of
pipelines. Meanwhile, imports have increased as Bolivia has takessociate membership with
MercoSur. In 2002 MercoSur was the partner for 29 per cent of Baligigports (up from 20 per
cent on average between 1992 and 2000) and 48 per cent of its importsnjuplfper cent on
average between 1992 and 2000).

Figure 23
BOLIVIA: MERCHANDISE EXPORTS PLUS IMPORTS, 1990-200 2
(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.

Brazil's and Argentina’s sharp exchange-rate depreciations in 19920 respectively
appear to have affected Bolivia’'s trade with these economigsre=24 shows Bolivia’s exports to
and imports from Brazil, along with Bolivia’s real-effectiggchange rateis-a-visBrazil. Figure
25 shows the corresponding figures for Bolivia's relationship witheAtiga. Bolivia's real-
effective exchange rate with Brazil was about 25 per cent ampeeciated in 1999 than in 1998,
and its real-effective exchange rais-a-visArgentina was nearly 50 per cent more appreciated in

2002 than in 2001. Bolivia’s imports from Brazil continued to grow as they had over the 1990s, and

indeed surged strongly in 2002. Bolivia's exports to Brazil were sibstantially higher, but this
was largely the consequence of the gas exports. Bolivia’s imjporis Argentina rose after the
2002 depreciation, continuing a trend that had begun in the late 1990s. Bobwaorts to

Argentina fell very sharply, continuing a trend that had also begen 8997 with Argentina’s

descent into severe recession.

78



CEPAL - SERIE Macroeconomia del desarrollo N° 34

Figure 24

BOLIVIA WITH BRAZIL: BILATERAL TRADE AND REAL-EFFEC TIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989=100)

(US$ million)
US$ million 1989 = 100; + = depreciation
$450.0 140
$400.0+ 1 120
$350.0
+ 100
$300.0 -
$250.0+ T80
$200.0+ 1 60
$150.0 +
T 40
$100.0 -
$50.0 - T2
$0.0 - —+ 0
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
[ Exports to Brazil [JImports from Brazil
—— Bilateral real-effective exch. rate with ——Overall real-effective exchange

Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Figure 25

BOLIVIA WITH ARGENTINA: BILATERAL TRADE AND REAL-EF FECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989=100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.
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Apart from MercoSur, Bolivia has been carrying out a growing prapouf its trade with
other Andean economies (see Figure 23 above). Figure 26 shows thasttgnportant Andean
trading partners have been Colombia, Peru and, more recently, Venezuela.

Figure 26

BOLIVIA: MERCHANDISE EXPORTS TO PLUS IMPORTS FROM A NDEAN
ECONOMIES 1990-2002

(per cent of total exports plus imports, US$ million)
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Source: United Nations Economic Commission for Latin America and the Caribbean.

Bolivia’'s merchandise trade with Colombia has grown substantialy the 1990s, from
around US$4-5 million in exports and imports in 1990 to nearly US$200 miliexports and
nearly US$50 million in imports by 2001. Bolivia's real-effectasechange rateis-a-visColombia
first appreciated in the early 1990s, then depreciated (it was thare 25 per cent more
depreciated on average in 1993-1998 than in 1990-1992), and then appreciated saxtbaingh
it has remained around 10-20 per cent more depreciated than it was in 1989.
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Figure 27

BOLIVIA WITH COLOMBIA: BILATERAL TRADE AND REAL-EFF ECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean, International
Monetary Fund.

Bolivia and Peru have maintained crawling-peg and managed-floaticgange rates
respectively since the early 1990s. Bolivia’'s real-effecéixchange ratés-a-visPeru’s currency
appreciated in the early 1990’s as the latter depreciated inatkes @f the hyperinflation in the late
1980s, but has remained relatively appreciated since then (on avabage 30 per cent more
appreciated over the years 1991-2002 than in 1989). This appreciation contidbtitedncrease
in Bolivia’s annual imports from Peru over the 1990s, from around US$R6mmto around
US$100 million. Bolivia’'s exports to Peru nearly tripled between 1991 H8b as Peru’'s
economy recovered, but then slipped back as Peru’s recession took holdedHedfective
exchange-rate appreciation probably contributed to this outcome.
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Figure 28
BOLIVIA WITH PERU: BILATERAL TRADE AND REAL-EFFECTI VE EXCHANGE
RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Bolivia's real-effective exchange ratgs-a-visVenezuela depreciated by more than 70 per
cent between 1996 and 2001, basically as a consequence of Venezuela's exchange-ratgoappreci
against the U.S. dollar. Bolivian exports to Venezuela surged (geeR29) from a negligible flow
in 1996 to US$175 million in 2001. Bolivia maintained a negligible import flow from Venezuela
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Figure 29

BOLIVIA WITH VENEZUELA: BILATERAL TRADE AND REAL-EF FECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source: United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Finally, Bolivia’'s competitiveness compared with East Asian ecoe®slid sharply over the
first part of the 1990s, although it has recovered somewhat in nueet rgears (see Figure 30).

Bolivia's diminished competitiveness is one possible reason amomgwkgy Bolivia has failed to
compete successfully with the Asian economies in manufacturing export markets.

Figure 30

BOLIVIA’'S COMPETITIVENESS RELATIVE TO SELECTED EAST -ASIAN
ECONOMIES, 1990-2003 (CHINA, REPUBLIC OF KOREA, MAL AYSIA,
THAILAND) (DECEMBER 1989 = 100)

140.0

1200 \/"\/

100.0

80.0

60.0

40.0

20.0

0.0 T T T T T T T T T T T T T
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

——Overall —— China — South Korea — Malaysia — Thailand

Source : United Nations Economic Commission for Latin America and the Caribbean, International
Monetary Fund.
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Colombia

Since 1990, the bulk of Colombia’s trade has been with the United ,SEtespe, and
Japan. Together, these economies account for just over 60 per caetbrmb@’s total trade (both
exports and imports) (see Figure 31). Trade with the Andean economsiegdwunted for just
16 per cent of the total, with Ecuador, Peru and Venezuela accountidg 3grand 9 per cent
respectively (see Figure 32).

Figure 31
COLOMBIA: MERCHANDISE EXPORTS PLUS IMPORTS, 1990-20 02
(per cent of total exports plus imports, US$ million)
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Source: United Nations Economic Commission for Latin America and the Caribbean.
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Figure 32

COLOMBIA: MERCHANDISE EXPORTS TO PLUS IMPORTS FROM ANDEAN
ECONOMIES, 1990-2002

(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.

Colombia’s real-effective exchange ratis-a-vis Venezuela was relatively stable over the
first half of the 1990s, but then depreciated sharply over the remahdiee decade. Bilateral
trade between the two economies has grown rapidly since thel®80g, but, particularly since
the middle of the 1990s, it has apparently been affected strongly ®ywehdion of the bilateral
real-effective exchange rate: Colombia’s exports to and impans ¥enezuela appear to have
responded positively and negatively respectively to the reattefé depreciation. Colombia’s
exports to Venezuela have grown from around US$200 million in 1990 to more than US$1.7 billion
in 2001, although they slipped to around US$1.1 billion in 2002.
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Figure 33

COLOMBIA WITH VENEZUELA: BILATERAL TRADE AND REAL-E FFECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Colombia’s bilateral relationship with Ecuador is one of the more rdinailateral
relationships among the Andean economies as a consequence of the ewblotitheconomies’
real-effective exchange rates. Colombia’s exports to Ecuador igqaidly over the 1990s, from
about US$75 million in 1990 to more than US$580 million by 1998. This growth cdmet
despite Colombia’s real-effective appreciation over the saaesy(Some of Ecuador’s high 1998
imports were for inventory build-up, as importers anticipated exchatgelepreciation.) In 1999
and 2000 Colombia’s exports to Ecuador nearly halved compared with 1998, as Ecuador underwent
intense crisis (see Section 7 above) and its exchange rateideguresharply. Beginning in 2000,
however, as Colombia’s real-effective exchange rate depréaidte the introduction of the float
while Ecuador’s real-effective exchange rate appreciated undarigition, Colombian exports to
Ecuador surged to US$700 million and US$800 million in 2001 and 2002 respediveddorian
business interests were troubled by what they viewed as anialjifunfavorable exchange rate
resulting from the combination of dollarization and Colombia’s floatatg. Colombian imports
from Ecuador grew after 1999, but not nearly so rapidly as exports, mathesl below their 1997
high.
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Figure 34

COLOMBIA WITH ECUADOR: BILATERAL TRADE AND REAL-EFF ECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Colombia’s real-effective exchange rais-a-visPeru appreciated sharply in 1990 as Peru’s
exchange rate depreciated in the wake of its hyperinflation. Colamdstports to Peru rose as
Peru’s economy recovered, but further appreciation of Colombia’'sffeative exchange rate
restrained their growth. In 1995, 1996, and 1997, however, Colombia’s exports tdoBbted,
despite Colombia’s continuing real-effective appreciatidsta-vis Peru. In 1998 Colombia’s
exports to Peru slipped back by about a third, as a consequence ofdeendmic slowdown in
that year. The volatility of Colombia’s exports to Peru contnastskedly with the performance of
imports from Peru, which have remained stuck since 1990 between USBS® rand
US$60 million. The two nations’ population and production centers arevedjatiistant from one
another.
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Figure 35

COLOMBIA WITH PERU: BILATERAL TRADE AND REAL-EFFECT IVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean, International
Monetary Fund.

Like other Andean economies, Colombia’s competigsvis-a-viseast Asian economies slid
sharply over the 1990s, and has recovered only partiaipie recent years (see Figure 36). This is one

reason among many why Colombia’s manufacturing kxpave failed to compete successfully with the
Asian economies in manufacturing export markets.

Figure 36

COLOMBIA’'S COMPETITIVENESS RELATIVE TO SELECTED EAS T-ASIAN
ECONOMIES, 1990-2003 (CHINA, REPUBLIC OF KOREA, MAL AYSIA,
THAILAND) (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean, International
Monetary Fund.
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Ecuador

More than half of Ecuador’s trade since the start of the 1990s hagadvhe larger OECD
economies (see Figure 37). Only 11 per cent of its exports have gonddardeconomies and just
15 per cent of its imports has come from them (see Figure 38),though its population centers
have good road links with both Colombia and Peru.

Figure 37
ECUADOR: MERCHANDISE EXPORTS PLUS IMPORTS, 1990-200 2
(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean
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Figure 38

ECUADOR: MERCHANDISE EXPORTS TO PLUS IMPORTS FROM A NDEAN
ECONOMIES, 1990-2002

(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.

The bulk of Ecuador's Andean trade has been with Colombia. Ecuador’s widde
Colombia grew steadily over the 1990s, from 2 per cent of Ecuaddaisttade in 1990 to 11 per

cent in 2002. Ecuador’s real-effective exchange védea-vis Colombia (mirroring, of course,

Colombia’s real-effective exchange rais-a-visEcuador, discussed above) was characterized by a

high degree of volatility after 1990. Ecuador’s real-effectixehange ratevis-a-vis Colombia
appreciated somewhat until 2000, but then appreciated sharply under dablarizda noted above
in the discussion of Colombia, Ecuador’s exports to Colombia grew over the 1990s thesyatd-t
effective appreciation. Imports from Colombia have grown partigukirongly since 2000 with
the real-effective appreciation that took place in the aftermath of caliinm.
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Figure 39

ECUADOR WITH COLOMBIA: BILATERAL TRADE AND REAL-EFF ECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Ecuador's economic relationships with Peru were impeded by a staboiidgr dispute,
which flared briefly into armed conflict in 1995. In October 1998 a ptaagy settled the conflict,
and offered the prospect of normal relations between the two econdmads. between the two
neighbors had amounted to only about 3 per cent of Ecuador’s total tradablyevt dipped to
less than one per cent in 1995 and 1996. Beginning in 1997, however — even befwacthe
accord -- Ecuador’s exports to Peru returned to a higher, presumaldynmaenal level. Since
2000, Ecuador’'s imports from Peru appear to have responded positivelyaddEan currency’s
real-effective appreciatiovis-a-visPeru’s currency.
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Figure 40

ECUADOR WITH PERU: BILATERAL TRADE AND REAL-EFFECTI VE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Again, like other Andean economies, Ecuador’s cdity@nessvis-a-viseast Asian economies slid
sharply over the 1990s, and has recovered only paitiathore recent years (see Figure 41). Again, this is
one reason among many why Ecuadorian exports leezally competed unsuccessfully with the Asian
economies in manufacturing export markets.

Figure 41
ECUADOR’S COMPETITIVENESS RELATIVE TO SELECTED EAST -ASIAN

ECONOMIES, 1990-2003 (CHINA, REPUBLIC OF KOREA, MAL AYSIA,
THAILAND) (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.
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Peru

Since 1990, Peru’s trade with the United States, Europe, and Japarcdwasted for just
over 60 per cent of the country’s total trade (both exports and imports) (see Figureet&ndean
economies have accounted for just 12 per cent of Peru’s tradel§®aeand almost all of that
trade has been with Colombia and Venezuela.

Figure 42
PERU: MERCHANDISE EXPORTS PLUS IMPORTS, 1990-2002
(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.
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Figure 43

PERU: MERCHANDISE EXPORTS TO PLUS IMPORTS FROM ANDE AN
ECONOMIES, 1990-2002

(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.

Peru’s real-effective exchange rates-a-vis Colombia (the mirror image, of course, of
Colombia’s real-effective exchange ratis-a-vis Peru, discussed above) depreciated sharply in
1990 as Peru’s exchange rate depreciated in the wake of its higieEnmfPeru’s imports from
Colombia grew as its economy recovered, but further real-eféedgpreciation of the peruvian
currency restrained their growth. In 1995, 1996, and 1997, however, Peru’s ifmportSolombia
doubled, despite Peru’s continuing real-effective depreciatisa-vis Colombia. Beginning in
1998, however, as Peru's growth rate slowed, its imports from Coldimlbito a lower level.
Meanwhile, throughout the period Peru’s exports to Colombia have remained relatively |
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Figure 44

PERU WITH COLOMBIA: BILATERAL TRADE AND REAL-EFFECT IVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Although the two countries are neighbors and transport links are gode,ltesween Peru
and Ecuador has amounted only to about 2 per cent of Peru’s total teades. feal-effective
exchange rateis-a-visEcuador (again, the mirror image of Ecuador’s real-effeetkahange rate
vis-a-vis Peru, discussed above) depreciated sharply in 1990. Beginning in 1997, havewer,
before the peace accord between the two economies, Peru’s import&duador rose to a higher,
presumably more normal level. Since 2000, Peru’s exports to Ecuadaiespeaded positively to
the Peruvian currency’s strong real-effective depreciatigm-visthe Ecuadorian currency.
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Figure 45

PERU WITH ECUADOR: BILATERAL TRADE AND REAL-EFFECTI VE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

Yet again, like other Andean economies, Peru’s competitivemssa-vis east Asian
economies slid sharply over the 1990s, and has recovered only pamtialyre recent years (see

Figure 46). This is one reason among many why Peruvian exports hagelfye competed
unsuccessfully with the Asian economies in manufacturing export markets.
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Figure 46

PERU’'S COMPETITIVENESS RELATIVE TO SELECTED EAST-AS IAN
ECONOMIES, 1990-2003 (CHINA, REPUBLIC OF KOREA, MAL AYSIA,
THAILAND) (DECEMBER 1989 = 100)
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Venezuela

As noted in Section 9 above, crude oil has accounted for roughly 85-9@perofc
Venezuela's exports over the 1990s. Venezuela’'s exchange ratesffeetive or nominal- have
relatively little importance in influencing either the volunmsthe direction of this trade, among
other reasons because the quality of most Venezuelan crude meamsytistecialized refineries
located in relatively few places can process it. Almostdfaifenezuela’s total trade was with the
United States, largely because that is where most of thealipedirefineries are located (see
Figure 47). Since the 1990s, however, only about 40 per cent of VeneZoglalts have come
from the United States, and the figure has been declining, reackinggj per cent in 2002. Unlike
exports, however, Venezuela’'s exchange rate presumably does lafeciumes and direction of
its imports. Only 7 per cent of Venezuela's overall tradeiib vindean economies, and its only
significant partner among them is Colombia (see Figure 48). Imfis Colombia have
accounted for 6 per cent of Venezuela’s total during the 1990s, rising over the decade.

Figure 47
VENEZUELA: MERCHANDISE EXPORTS PLUS IMPORTS, 1990-2 002
(per cent of total exports plus imports, US$ million)
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Source : United Nations Economic Commission for Latin America and the Caribbean.
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Figure 48

VENEZUELA: MERCHANDISE EXPORTS TO PLUS IMPORTS FROM ANDEAN
ECONOMIES, 1990-2002

(per cent of total exports plus imports, US$ million)

$3,500.0

$3,000.0

$2,500.0

$2,000.0

$1,500.0

$1,000.0 -

$500.0

$0.0

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

‘ [EBolivia H Colombia OEcuador HEPeru ‘

Source : United Nations Economic Commission for Latin America and the Caribbean.

Since the early 1990s Venezuela's real-effective exchangehesteappreciatedis-a-vis
Colombia (see Figure 49) — once again, the mirror image of the G@onturrency’s real-
effective depreciatiowis-a-visthe bolivar discussed above. With this appreciation, Venezuela’'s
imports from Colombia grew, rising from about US$150 million in 1990 to emthran
US$1.4 billion in 2001. Their growth was especially rapid after 1999, wiomiia’s exchange-
rate depreciation augmented Venezuela’s import incentive.
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Figure 49

VENEZUELA WITH COLOMBIA: BILATERAL TRADE AND REAL-E FFECTIVE
EXCHANGE RATE, 1990-2002 (DECEMBER 1989 = 100)
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Source : United Nations Economic Commission for Latin America and the Caribbean,
International Monetary Fund.

From this examination of the Andean economies’ bilateral reatteféeexchange rates and
their bilateral trade performance, it seems fair enough to conchatethe five economies’
exchange-rate policies have interacted in ways that may bactédzed as haphazard. Thus, for
example, beginning in 2000 Ecuador’s move to dollarization combined with Calenbove to a
floating exchange rate interacted to generate strong incerfivesing Colombian exports to
Ecuador. This outcome must be regarded as a haphazard consequence ex polibe two
countries intended to address larger issues. There are maogseasy trade among the Andean
economies has grown relatively slowly over recent decades. Swmwe to do with the
“fundamental” reality that these economies are to a largeedegompetitive rather than
complementary. It is likely, however, that they would engagelarger amount of bilateral trade
among themselves if their exchange rate regimes did not subgele relationships to such
haphazardness and uncertainty.

It is also a matter for concern that the Andean economieséfteaitive exchange rates have
tended to appreciate over the 1990s compared with those of east Asrmess, implying a
deteriorating capacity to compete in export markets with those economies.
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